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PREFACE 


The purpose of this publication is to outline the basic system and general rules to be 
followed in the treatment of capital gains and losses and to explain the many special 
rules that come into play in various circumstances surrounding capital transactions. 
It is intended as a guide only and not as a substitute for the Income Tax Act. 


Throughout this publication cross references are frequently made to related 
topics that appear in other chapters. However, in attempting to provide complete 
coverage of a particular type of capital property within a chapter, information of a 
general nature which has particular application to that type of property is sometimes 
repeated even though it appears as a separate topic in another chapter. 


References to the relevant provisions of the Income Tax Act appear at the end 
of the respective paragraph in bold italic—40(2) (f). Where reference is to the Income 
Tax Application Rules, 1971, the section number is preceded by the designation 
ITAR, also in bold italic. 


Although this publication is directed primarily to the individual taxpayer, 
most of the capital gains provisions explained herein apply equally to individuals 
and corporations. An indication is given in those instances where the corporate treat- 
ment does differ. 


Details of the capital gains provisions as they apply to various types of trusts 
are included in an Information Circular entitled ‘Trusts and their Beneficiaries”’. 


This publication may be obtained from any District Taxation Office or by 
writing to: 


Taxation Distribution Centre 
P.O. Box 8489 

Ottawa 
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Chapter | 
GENERAL INFORMATION 


Introduction 


The Income Tax Act provides that after 1971, taxable 
capital gains and allowable capital losses from the dis- 
position of property are to be taken into account in the 
computation of income. 


3 


A taxpayer’s taxable capital gain for a taxation year 
from the disposition of property is defined as one-half of 
his capital gain for the year from the disposition of that 
property; a taxpayer’s allowable capital loss is one-half 
of his capital loss. 

38 


The capital gains legislation applies to both in- 
dividual taxpayers and corporations. The new legislation 
does not introduce a special tax; it adds to the number of 
factors to be considered in arriving at taxable income 
to which the normal individual or corporate rates of tax 
will apply. 


Because capital gains will not be fully taxed like 
other income, it will be necessary to continue to dis- 
tinguish between income receipts and capital receipts. 
There will be no change in the tax position of taxpayers 
in the business of dealing in certain assets which are con- 
sidered “‘stock-in-trade”’. The profits on transactions in- 
volving these assets continue to be fully taxable as busi- 
ness income and losses fully deductible. 

3 


Exclusions 
Gains from “‘windfalls” such as sweepstakes, gambling 
and other games of chance are not subject to tax. 


40(2) (f) 


The acquisition of property by way of gift, bequest 
or inheritance is not a capital gain subject to tax in the 
hands of the recipient, but could result in a capital gain 
to the donor. 


Also, any profit on the disposition of a person’s 
home will be exempt from tax as long as the home 
qualified as his principal residence during the entire 
period of ownership after 1971. 

40(2) (b) 


In addition to the foregoing exclusions, proceeds 
from the disposition of property which are taken into 
account in computing income under other provisions of 
the Income Tax Act are not subject to the capital gains 
provisions. This would apply to dispositions of property 
such as resource properties, goodwill and life insurance 
policies (other than annuities). 

39(1) 


TERMINOLOGY 
A discussion of the more common terms and references 
used throughout this publication follows. 


Property 

““Property’’ means property of any kind, whether tangible 
or intangible, including a right of any description. 
248(1) 


Properties may be classified according to the special 
treatment prescribed for them under the capital gains 
and losses provisions of the Income Tax Act: 


Personal-use Property 

Listed Personal Property 

Principal Residences 

Options 

Debts 

Shares 

Bonds, Mortgages, Debentures, Notes and Similar 
Obligations 

Real Estate 

Depreciable Property 

Partnership Interests 

Foreign Currency 


The particular treatment accorded to each of these 
types of property is discussed in succeeding chapters. 


Capital Property 
Capital property of a taxpayer means 


e any depreciable property of the taxpayer, and 


e any property of the taxpayer (other than depreciable 
property), the disposition of which would result in a 
capital gain or loss to him. 

54(b) 


Depreciable Property 

Depreciable property of a taxpayer means property in 
respect of which the taxpayer has been allowed or is 
entitled to a deduction for capital cost allowance. 
13(21) (b) 


Dispositions of Property 

Dispositions of property may be classified as ‘actual 
dispositions” and “‘deemed dispositions”. 

54(c) 


‘*‘Actual dispositions” result from any transaction 
or event entitling a taxpayer to proceeds of disposition, 
including sales, exchanges, gifts, expropriations, redemp- 
tions, debt settlements, theft, damage, and destruction. 


‘*‘Deemed dispositions” involve no change in owner- 
ship. They may take place as a result of leaving Canada, 
change in use of property, adjustments to the cost base 
of property where a negative amount results, the expiry 
of certain options, and so on. 

48, 45, 40(3), 54(c) 


Exceptions to the general definition of “‘dispositions 
of property” include transfers of property for the purpose 
of securing a debt or loan, transfers of property to 
agents, nominees and trustees not resulting in a change 
in beneficial ownership, and the issue by corporations of 
certain obligations and shares of its capital stock. 

54(c) 


Proceeds of Disposition 

Proceeds of disposition relates to the disposition of 
property, including a deemed disposition. It will usually 
be regarded as the sale price of property sold; however, 
it also includes compensation for property expropriated, 
destroyed, unlawfully taken or injuriously affected. Com- 
pensation, including an insurance recovery in respect of 
property damaged, is proceeds of disposition to the extent 
that the compensation or recovery has not been expended 
on repairing the damage within a reasonable time. The 
foreclosure of mortgaged property and the sale of 
property under a provision of a mortgage can also give 
rise to proceeds of disposition. 

54(h) 


Adjusted Cost Base 

The cost of property for the purpose of computing any 
capital gain or loss thereon is referred to as the “‘adjusted 
cost base’. 


The original cost of acquisition of a property will 
at times require adjustment as a result of transactions 
and occurrences between the time of acquisition and the 


time of disposition. Thus, while original cost is usually a 
fixed amount, the adjusted cost base may vary con- 
siderably from that amount. 

54(a), 53 


The Act sets out a number of specific situations 
where amounts expended or received in respect of par- 
ticular properties are used to increase or decrease the 
adjusted cost base of such properties. 


For example, property taxes or interest on amounts 
borrowed to acquire land, to the extent that they were 
not deductible in computing the taxpayer’s income from 
the land or from business, are tobe added to the original 
cost in computing the adjusted cost base of the land. 


53(D) (Y) 


As another example, where a shareholder of a cor- 
poration receives a non-taxable dividend out of 1971 
surplus, the amount of that dividend will be deducted in 
determining the adjusted cost base of his shares in that 
corporation. 


53(2) (a) 


The prescribed circumstances under which cost base 
is adjusted depend on the type of property, and may vary 
according to whether the property consists of shares in 
resident corporations, shares in non-resident corpora- 
tions, interests in partnerships, interests in trusts, obliga- 
tions, farms, and so on. 


Negative Adjusted Cost Base 

Where deductions from the cost base of a property (other 
than a partnership interest) reduce the balance to a nega- 
tive amount at any time in the year, the taxpayer will be 
deemed to have made a capital gain to the extent of the 
negative balance, and the cost base will be adjusted to nil 
for subsequent transactions or adjustments. 


40(3), 53(1) (a) 


It should be noted that subsequent additions to the 
adjusted cost base cannot be used to reduce previous 
gains on the property resulting from a negative balance; 
these additions can only be considered in the determina- 


tion of future gains or losses. 
53 


Adjusted Cost Base of Depreciable Property 

When property is depreciable property such as a building 
or equipment acquired for the purpose of gaining or 
producing income (other than a capital gain) therefrom 
or from a business, the adjusted cost base of that property 


is the capital cost of the property to the owner. 
54(a) 


Depreciable property is not subject to the special 
rules relating to specific additions to and deductions from 
acquisition cost; however, the capital cost is not neces- 
sarily equal to the acquisition cost. For example, where 
a taxpayer receives property by way of a gift or bequest, 
the capital cost may equal the fair market value at the 
time of acquisition. Also, certain grants and subsidies 
received in respect to the acquisition of depreciable 
property are applied to reduce the capital cost of the 
property to the owner. 

69, 13(7) (e) 


Cost of Certain Properties 

There are circumstances under which a taxpayer may 
acquire a property without making any outlay for it, or 
where he may acquire it at less than the normal purchase 
price. Where a property is so acquired after 1971 and 
the taxpayer is required to include an amount in his 
income in respect of this acquisition (other than under 
an employee’s stock option plan), the amount included 
in income is to be added in computing the cost of the 
property to him. (Shares acquired under an employee’s 
stock option plan are discussed in Chapter 6.) Examples 
of such acquisitions include corporate properties appro- 
priated to shareholders and properties received by an 
employee as wages in kind. 

52()) 


In addition to this general provision, there are 
specific rules for establishing the cost of properties 
acquired after 1971 under the following circumstances: 


e Where a corporation pays a dividend in kind other 
than a stock dividend, the shareholder is deemed to 


have acquired the property at the fair market value 
and the corporation is deemed to have received that 
amount as proceeds of disposition. 

52(2) 


e Where a corporation has paid a stock dividend, the 
shareholder is deemed to have acquired the property 
at a cost equal to the amount of the stock dividend. 

52(3) 


e Where a taxpayer has acquired a property as a prize 
in a lottery scheme, its cost to him will be its fair 
market value at the time of acquisition. 


52(4) 


e Where any property has been transferred to a bene- 
ficiary by a trustee under an employees’ profit sharing 
plan, the cost of the property to the beneficiary will be 
its fair market value at the time of transfer. 

52(5) 


The cost of property acquired by way of gift, 
bequest, or inheritance is described in Chapter 14. 


Outlays and Expenses 

Most outlays of funds for the purpose of putting property 
into saleable condition and expenses incurred in connec- 
tion with the disposition itself are deductible in the com- 
putation of any gain or loss. They include certain 
“fixing-up’’ expense, finder’s fees, commissions, surveyor’s 
fees, transfer taxes and other reasonable expenses directly 
attributable to facilitating the disposition. 

40(1) 
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Chapter 2 
DETERMINATION OF GAINS AND LOSSES 


General Rule 

A capital gain results whenever the proceeds of dis- 
position of a property exceeds the adjusted cost base 
plus any outlays or expenses incurred in connection with 
the disposition; where the adjusted cost base plus outlays 


and expenses exceed the proceeds, a capital loss results. 
39, 40(1) 


One-half of the resulting gain or loss is defined as 


a taxable capital gain or an allowable capital loss. 
38 


Examples 
These rules can be illustrated by the following simple 
examples: 


1 2, 

Proceeds of Disposition $2,000 $5,000 
Less: 

Adjusted Cost Base $1,300 $6,000 

Outlays and Expenses 200 1,500 300 ~=6,300 

Gain or (Loss) 500 (1,300) 

Taxable Capital Gain 

(or Allowable Capital Loss) $ 250 $ (650) 


Special Rules 

While these basic examples demonstrate the underlying 
principles involved, various complicating circumstances 
may call for far more elaborate calculations. In many 
such cases, special rules must be observed in the process 
of determining gains or losses on disposition. 


The application of special rules may be compulsory 
in certain cases and optional in others. 


The following list indicates the existence of some 
of the special rules by identifying the relevant aspects of 
a disposition that may bring these rules into effect. These 
represent some of the more significant and more fre- 
quently encountered circumstances, but should not be 
regarded as a complete listing: 


(a) Disposition of part of a property 


(b) Disposition of part of a group of identical 
properties 


(c) Disposition where part of the proceeds are not 
due in the year of disposition 


(d) Transactions between related persons 

(e) Transactions resulting in superficial losses 
(f) Dispositions subject to warranty 

(g) Foreign exchange transactions 


(h) Disposition of property owned at December 31, 
1971 


(i) Involuntary dispositions (expropriation, theft, 
destruction, etc.) 


(j) Foreclosures 

(k) Gifts 

(1) Bequests 

(m) Transfer of property to a spouse 

(n) Property with more than one use 

(o) Change in use of a property 

(p) Persons entering or leaving Canada 

(q) Property located outside Canada 

The rules relating to the circumstances listed in (a) 
to (g) are discussed within this chapter. The remaining 
items, because of their scope or their association with 
particular types of property, are described in subsequent 
chapters. 
Losses on Depreciable Property 
The capital loss rules do not apply to depreciable property, 
as losses on this type of property are treated under the 
capital cost allowance provisions. Such losses are nor- 
mally deductible in full as terminal losses. 


39(1) 


Disposition of Part of a Property 
Where part of a property is disposed of, the adjusted cost 


base of the property owned prior to the disposition must 
be apportioned between the part disposed of and the 
part retained. 


43 
Part of a property can be: 


e a specific part of an asset such as a particular piece 
of a parcel of land, or 


e a portion of an undivided interest in a property such 
as a one-half of a 50% interest in a building. 


The main requirement in disposing of part of a 
property is that the apportionment of adjusted cost base 


be made on a reasonable basis. 


The following examples illustrate this principle: 


Determination of the adjusted 
cost base of the part sold 


Total Adjusted Cost Base 
Less: 

Adjusted Cost Base of part 

disposed of: 

—undivided interest (50%) 5,000 

—reasonable estimate 4,000 6,000 
Adjusted Cost Base of remainder $ 5,000 $ 6,000 $ 4,000 


$10,000 $10,000 $10,000 


Determination of gain or loss 
on disposition of part sold 


Proceeds $ 6,000 $ 3,000 $12,000 
Less: 
Adjusted Cost Base of part 
disposed of (as above) 5,000 4,000 6,000 
Outlays and expenses 200 200 400 


Total deductions $ 5,200 $4,200 $ 6,400 


Gain or (Loss) 800 (1,200) 5,600 
Taxable Capital Gain 
(or Allowable Capital Loss) $ 400 $ (600) $ 2,800 


Once again, it must be emphasized that these 
examples merely illustrate the basic principle involved. 
Subsequent chapters should be consulted for specific 
applications. 


Identical Properties 

A number of shares of the same class of the capital stock 
of a corporation is an example of identical properties. 
That is, each property in the group is identical in every 
respect to each other property in the group. It should be 
noted, however, that the shares of one corporation are 
not identical to the shares of another corporation. In 
addition, identical properties are not restricted to shares, 
although they may well be the most common example 
of identical properties. 


It is not uncommon for a taxpayer over a period 
of time to have numerous acquisitions and dispositions 
of identical properties. In most cases, the acquisition 
cost varies from that of previous acquisitions by reason 
of changes in market conditions and interaction of supply 
and demand. For example, a taxpayer may acquire and 
dispose of the capital stock of XYZ Co. Ltd. as follows: 


Purchase—January 14, 1972 
Purchase—February 15, 1972 
Sale —April 12, 1972 
Purchase—May 23, 1972 


100 shares at $15.00 $1,500 
150 shares at 20.00 3,000 
200 shares at 24.00 (4,800) 
350 shares at 21.00 7,350 


In this illustration, certain shares were acquired 
at a cost of $15.00, others were acquired at a cost of 
$20.00, while still others were acquired at a cost of $21.00. 
An apparent problem therefore arises as to which cost 
should be used in computing a capital gain or loss on a 
subsequent disposition. To overcome this problem, the 
Income Tax Act provides that the cost to a taxpayer of 
each identical property that was acquired after 1971 is 
the average cost of each property in the group. 


The average cost is subject to change at the time 
of acquisition of another identical property. The basis 
of computing average cost takes into account the ad- 
justed cost base of previously-acquired properties on 
hand plus the cost of newly-acquired properties, divided 
by the number of properties on hand immediately follow- 
ing the acquisition. Dispositions do not affect the average 
cost since the deemed cost of each property in the group 
is identical to the deemed cost of each other identical 
property in the group. 

47 


By using the data set out above, the following 
examples illustrate the application of the above rules. 


Calculation of Cost of Shares Held on February 15, 1972 
Adjusted cost base of previously-acquired shares: 


100 shares at $15.00 (note below) $1,500 
Cost of newly-acquired shares: 

150 shares at $20.00 3,000 
Total: 250 shares $4,500 
Cost of each share: 4,500+250 $18.00 

Calculation of Gain, April 12, 1972 
Proceeds of disposition: 
200 shares at $24.00 $4,800 


Less—Adjusted Cost Base of shares sold: 
200 shares at $18.00 (note below) 3,600 


Gain (14 taxable) $1,200 
Calculation of Cost of Shares Held on May 23, 1972 
Adjusted Cost Base of previously-acquired shares: 
50 (250 —200) shares at $18.00 (note below) $ 900 
Cost of newly-acquired shares: 
350 shares at $21.00 7,350 
Total: 400 shares $8 ,250 
Cost of each share: 8,250+400 $20.63 


Note: 


For practical purposes, it has been assumed that there 
were no adjustments to cost in determining the adjusted 
cost base. In actual circumstances, certain adjustments 
may be required. 

a3 


The above rules apply only to identical properties 
acquired on or after January 1, 1972. Where a taxpayer 
owned a group of identical properties on December 31, 
1971, reference should be made to Chapter 3. 

47 


Where identical properties are bonds, debentures, 
bills, notes or similar obligations, reference should be 
made to Chapter 7. 


Reserves 

A reasonable amount may be deducted in calculating a 
gain on the disposition of property as a reserve in respect 
of the gain included in proceeds that are not due until 
after the end of the year. It must be remembered that 
amounts claimed as reserves in one year must be brought 
back into the computation of gains in the succeeding 
year. However, if all proceeds are not yet due in the 
succeeding year, a new reserve is allowable. It should 
be noted that this type of a reserve is not available to 
non-residents or to a deceased taxpayer unless the 
property was transferred to his spouse or to a trust for 
his spouse. 

40(1), 40(2) (a), 72 


The following example illustrates how a ‘‘reason- 
able’ reserve may be created by calculating the ratio of 
the total gain to the total proceeds and applying that 
ratio to the total amount not yet due. 


Assume that a property is sold for $10,000. Of 
these total proceeds, $4,000 is received in the year of 
sale and the balance of $6,000 is receivable in payments 
of $3,000 in each of the next two years: 


Year 1 
Proceeds of disposition $10,000 
Less: Adjusted Cost Base 7,600 
Outlays & Expenses 400 8,000 
Total gain 2,000 
Less: Reserve 2,000 x 6,000 (amount not due) 1,200 
10,000 
Gain $ 800 
Taxable Capital Gain (14) $ 400 
Year 2 
Previous year’s reserve $ 1,200 
Less: New Reserve 2,000 X 3,000 (amount not due) 600 
10,000 
Gain $ 600 
$ 300 


Taxable Capital Gain (4) 


Year 3 
Previous Year’s Reserve $ 600 
Gain $ 600 
Taxable Capital Gain (14) $ 300 


Inadequate Considerations 

The proceeds of property disposed of to a person with 
whom the vendor is not dealing at arm’s length is deemed 
to be its fair market value where the actual proceeds are 
less than that amount. This is extended to all persons, 
related or unrelated, where the disposition is by way of 
a gift. Similarly, the cost of property purchased from a 
person with whom the purchaser is not dealing at arm’s 
length is deemed to be its fair market value where the 
actual cost exceeds that amount. 

69, ITAR 32 


There are a number of exceptions to this general 
rule that are discussed elsewhere in this publication. 
These exceptions relate primarily to transfers of property 
to a spouse, trust, partnership or corporation and to 
transfers of property on death. 


Superficial Losses 

A superficial loss of a taxpayer means his loss from the 
disposition of a property in those circumstances where 
the taxpayer, his spouse, or a corporation controlled 
directly or indirectly in any manner whatever by the tax- 
payer, acquires or reacquires the same or identical prop- 
erty (substituted property) during the period beginning 
30 days before the disposition and ending 30 days after 
the disposition, and at the end of the period still owned 
the property. 

54(i) 


For the purpose of computing a loss on the dis- 
position of a capital property, a superficial loss is deemed 
to be nil and accordingly no capital loss is recognized. 
However, the amount of a loss considered to be a super- 
ficial loss may be added to the cost of the substituted 
property in computing its adjusted cost base to a tax- 
payer. 

40(2) (8), 53(D) () 


Dispositions Subject to Warranty, Etc. 

Where a taxpayer disposes of a capital property subject 
to any warranty, covenant, or other conditional or con- 
tingent obligation, the entire disposal price is to be in- 
cluded in the proceeds of disposition. This rule applies 
even if part of the disposal price was on account of the 
future warranty, etc. No reserve is permitted for warran- 
ties, etc., other than a reasonable reserve in respect of a 
gain included in proceeds not due to a taxpayer until 
after the end of the year. 

42, 40()) 


If in the year the property was disposed of, or in 
any of the six immediately subsequent taxation years, 
the taxpayer becomes liable for any expenses in respect 
of the warranty, etc., the cost of the expense is deemed 
to be a loss of the taxpayer from the disposition of a 
capital property. Depending on the nature of the prop- 
erty, one-half of the loss is deductible as an allowable 
capital loss in computing the taxpayer’s income for the 
year in which the expense was incurred. 


Foreign Exchange Gains and Losses 

Where in a taxation year a taxpayer has made a gain or 
sustained a loss as the result of a fluctuation after 1971 
in the value of the currency of a country other than 
Canada, the total of such gains, to the extent that it ex- 
ceeds the total of such losses in the year, is a capital 
gain. In the same manner, where the total of the losses 
exceeds the total of the gains in the year, the excess is a 
capital loss. 

39(2) 


This rule applies to all taxpayers except that, in the 
case of an individual, only that portion of the excess that 
exceeds $200 will be a capital gain or loss as the case may 
be. For an individual this additional rule eliminates the 
necessity of reporting insignificant gains. As well, an in- 
dividual is precluded from claiming insignificant losses 
such as those that occur when foreign currency is pur- 
chased to facilitate travel to another country. 


Where foreign currency gains and losses are of an 
income nature, that is, they would be included in full in 
the computation of income from a business or property, 
they will not be included in computation of capital gains 
or losses. Accordingly, as in the past, it will be necessary 
to distinguish gains or losses on account of income from 
those on account of capital. 

39(1) 


The following examples illustrate the application of 
the foreign exchange rules for an individual. 


Example 1 Case Case 

1 2 
Total gains for year $400 $200 
Total losses for year 150 20 
Excess (Note below) $250 $180 
Exempt portion of excess 200 180 
Capital gain (4 taxable) $ 50 Nil 
Example 2 Case Case 

1 Z 
Total losses for year $350 SS 16 
Total gains for year 125 30 
Excess (Note below) $225 $ 45 
Non-allowable portion of excess 200 45 
Capital loss (4 allowable) $225 Nil 
Note: 


In the case of a taxpayer other than an individual, the 
excess 1s the capital gain or loss, as the case may be. 


Chapter 3 


COST OF PROPERTY OWNED ON DECEMBER 31, 1971 
(Valuation Day Values) 


General 


As previously stated, gains and losses after 1971 on the 
disposition of most tangible and intangible property will 
be taken into account in computing income for taxation 
years ending after December 31, 1971. Where property 
acquired after 1971 is subsequently disposed of, generally 
the entire gain or loss thereon will be subject to the new 
rules. That is, one-half of the gain will be included in 
income or one-half of the loss will be deductible. 

38, 39, 40 


For property acquired before the start of the new 
system and disposed of thereafter, a method of establish- 
ing values as of the commencement date is necessary. 
This is to ensure that no tax will be assessed, nor losses 
allowed, for any capital gain or loss which in fact arose 
before the new system began. 


Valuation Day will be the date upon which prop- 
erty values will be based for this purpose. 


Valuation Days 
As provided in the new legislation, the Government has 
proclaimed two Valuation Days: 


December 22, 1971, is Valuation Day for publicly 
traded shares. This date will apply generally to 
common and preferred shares, rights, warrants 
and convertible shares. 


December 31, 1971, is Valuation Day for all other 
capital properties including bonds. 
ITAR 24, 25, 26 


Use of Valuation Day Values 

Property acquired prior to January 1, 1972, and disposed 
of thereafter will have to be accorded special treatment 
to ensure that any gains or losses attributable to that 
prior period will not be taken into account in computing 
income. This is achieved by using a cost base that may 
exceed or be less than the actual cost of a property. The 
Valuation Day value is one of the factors used in estab- 
lishing this cost base. 

ITAR 26 


Median Amount Rule 
The rule to be used in arriving at the cost base (deemed 


cost) generally takes into account the following three 
amounts: 
ITAR 26(3) 


1. Pre-1972 cost of acquisition 
2. The fair market value on Valuation Day 
3. The proceeds of the post-1971 disposition 


Note: 

The proceeds in 3 above may vary from capital proceeds 
because of certain adjustments as described later in this 
Chapter. 


The median (middle) amount of the above three 
items is the deemed cost of acquisition. It is the one that 
is neither the greatest nor the smallest of the three. 
Where two or more of the amounts are the same amount, 
that amount will be the deemed cost. 


It is important to note that the “‘median amount” 
or “deemed cost’’ will not usually be determined until 
the property or a part thereof has been disposed of, 
since the actual amount of the proceeds will not be 
known until that time. Consequently, the Valuation Day 
value will usually be of no practical use until the time 
of disposition. 


The following three circumstances illustrate the 
application of the ““median amount” rule. 


Case 1 

If a property is sold for an amount that is greater than 
both original cost and the value on Valuation Day, a 
capital gain will result to the extent that the sale price 
exceeds the greater of the cost price or the Valuation 
Day value. For example: 


Assume 

Original cost (pre-1972 acquisition) $10,000 
Valuation Day value $11,000 
Proceeds of disposition (post-1971 sale) $11,500 
Calculation of Capital Gain 

Proceeds of disposition $11,500 
Deemed cost (the middle amount) $11,000 
Capital gain N00) 
Taxable capital gain 6250 


The actual gain in this case is $1,500; however 
$1,000 of that gain arose prior to the start of the new 
system and is not subject to tax. 


Case 2 

If a property is sold for an amount that is less than both 
the original cost and the value on Valuation Day, then 
a capital loss will result to the extent that the sale price 
is below the lower of the cost price or Valuation Day 
value. For example: 


Assume 

Original cost (pre-1972 acquisition) $10,000 
Valuation Day value $ 8,000 
Proceeds of disposition (post-1971 sale) $ 7,500 


Calculation of Capital Loss 
Proceeds of disposition $ 7,500 


Deemed cost (the middle amount) $ 8,000 
Capital loss $ 500 
Allowable capital loss $ 250 


The actual loss in this case is $2,500; however 
$2,000 of that loss arose prior to the start of the new 
system and is not deductible. 


Case 3 

If a property is sold for an amount that lies between its 
original cost and its value on Valuation Day, neither 
a capital gain nor loss will result for tax purposes. For 
example: 


Assume 

Original cost (pre-1972 acquisition) $10,000 
Valuation Day value $ 9,000 
Proceeds of disposition (post-1971 sale) $ 9,500 
Calculation of Capital Gain or Loss 

Proceeds of disposition $ 9,500 
Deemed cost (the middle amount) $ 9,500 
Capital gain or capital loss NIL 


Note: 

In the above three cases it is assumed that there were no 
adjustments to the deemed cost in calculating the adjusted 
cost base and that there were no outlays and expenses 
incidental to the disposition. 


Adjustments to Cost after 1971 

For purposes of the median amount rule, where there are 
amounts relating to transactions after 1971 that would be 
added or deducted in computing the adjusted cost base 
of a property that was held at December 31, 1971, pro- 
ceeds of disposition will be adjusted to take these post- 


1971 cost factors into account. Where a downward ad- 
justment to cost has occurred, the amount thereof will 
be added to the proceeds; on the other hand, an upward 
adjustment to cost will be deducted from the proceeds. 
After establishing the deemed cost by using the adjusted 
proceeds as one of the three values in applying the median 
amount rule, the deemed cost is then adjusted by adding 
or deducting the cost factors in the normal manner to 
establish the adjusted cost base. 

ITAR 26(3) (c) 


Example 

Assume: 

Original cost (1969) $1,000 (A) 
Valuation Day value $1,200 (B) 


Deductions from cost base (1973) $ 100 
Additions to cost base (1973) $ 400 


Actual proceeds of disposition (1974) $1,400 

Add: Deductions from cost 100 

$1,500 

Deduct: Additions to cost 400 
Adjusted proceeds $1,100(C) 


Deemed cost—median of (A), (B) and (C)=$1,100 
Adjusted cost base—$1,100—$100+$400=$1 ,400 


Proceeds of disposition $1,400 
Adjusted cost base $1,400 
Capital gain or loss Nil 


Election to Use Fair Market Value as Deemed Cost 

An individual will be allowed to elect, in a prescribed 
manner, that the cost to him of each capital property 
that was owned by him on December 31, 1971 (other than 
depreciable property or an interest in a partnership) shall 
be deemed to be its fair market value on Valuation Day. 
This alternative requires that the election itself must be 
made not later than the date on which the taxpayer is 
required to file his income tax return for the first year in 
which the disposition of any such property occurs. The 
last date for making the election will normally be April 
30, following the year of disposition. It is important to 
note that once having made this election it cannot be 
revoked and that it applies to all subsequent dispositions 
of capital property owned on December 31, 1971. This 
election is not available to corporations. 

ITAR 26(7) 


Depreciable Property 

An exception to the ““median amount rule” occurs when 
the property is depreciable property. The term depreci- 
able property means property in respect of which the 
taxpayer is entitled to or has been allowed capital cost 
allowances. 

13(21) (b) 


The cost base of depreciable property is the capital 
cost to its owner and not its fair market value on Valu- 
ation Day. This is so whether the property has increased 


or decreased in value from the time acquired. 
54(a) 


In order not to tax the accrued gain on depreciable 
property of a prescribed class held on January 1, 1972, 
a special rule applies where the capital cost of the de- 
preciable property is less than the fair market value on 
Valuation Day and less than the proceeds of disposition. 
In such cases, the proceeds of disposition are deemed to 
be an amount equal to the capital cost of the property 
to the taxpayer plus any excess of the actual proceeds 
over the fair market value of the property on Valuation 
Day. The following examples illustrate the operation of 
this special rule. 


ITAR 20(1) 
Assumptions Case | Case 2 
Sale price of a depreciable building 
(post-1971 sale) $100,000 $70,000 
Fair market value on Valuation Day $ 80,000 $80,000 
Capital cost (pre-1972 purchase) $ 60,000 $60,000 
Capital Gain Calculation 
Capital cost $60,000 $60,000 
Excess of actual proceeds over 
Valuation Day value 
Case 1 (190,000 — 80,000) 20,000 
Case 2 ( 70,000—80,000) Nii 
Deemed proceeds $80,000 $60,000 
Less: Adjusted cost base 
(capital cost as above) 60,000 60,000 
Capital gain realized after 
December 31, 1971 (one-half taxable) $20,000 Nil 


Identical Properties Owned on December 31, 1971 

Special rules must be considered when a number of iden- 
tical properties are owned by a taxpayer on December 
31, 1971. A number of shares of the same class of the 
capital stock of one corporation is an example of iden- 


tical properties. 


For the purposes of computing the deemed cost 
(median amount rule) of a property which is one of a 
group of identical properties owned on December 31, 
1971, the actual cost is considered to be the average cost 
of the properties making up the group. The properties 
on hand at December 31, 1971, are considered to be those 
most recently acquired. 

ITAR 26(8) 


The following example illustrates the operation of 


these rules. 


Assume: 


1. On December 31, 1971, Mr.‘A’ owned 300 shares of XYZ Co. 
Ltd. which he had acquired at varying costs as shown. 


Purchase—June, 1969 200 shares @$ 5.00 $1,000 
Purchase—July, 1969 100 shares @ 6.00 600 
Sale  —July, 1970 100 shares @ 7.00 ( 700> 
Purchase—September, 1971 100 shares @$10.00 1,000 


2. The fair market value on Valuation Day was $14.00 per share. 


3. Mr. ‘A’ disposed of 100 shares of XYZ Co. Ltd. in February, 
1972, at $17.00 per share for a total of $1,700. 


Computation of Actual Cost of Shares Owned on December 31, 1971 


Shares purchased in June, 1969 100 @$ 5.00 $ 500 
t ** July, 1970 100 @ 6.00 600 
s ie “September, 1971 100 @ 10.00 _ 1,000 
300 $2, 100 
Actual cost per share 2,100 = $7.00 
300 
Computation of Capital Gain 
Proceeds of sale (100 shares X $17.00 per share) $1,700 
Less—Deemed cost per share—the middle amount of 
1—Proceeds $17.00 
2—Valuation Day 
value $14.00 
3—Actual cost $ 7.00 
(100 shares X $14.00 per share) _ 1,400 
Capital Gain (4 taxable) 300 


On any disposition of identical properties, those 
owned on December 31, 1971, will be deemed to be dis- 
posed of before those acquired after 1971. 

ITAR 26(8) (e) 


Bonds, Debentures and Similar Obligations 

For the purposes of computing the adjusted cost base of 
bonds, debentures and similar obligations owned on 
December 31, 1971, the actual cost must be replaced by 
an amount known as the amortized cost. The special 
rules for determining the amortized cost are outlined in 
Chapter 7. 


Property Owned on June 18, 1971 

A taxpayer is generally not permitted to change the actual 
cost of capital property (other than depreciable property 
or an interest in a partnership) that was owned by him 
on June 18, 1971. Where such property has been trans- 
ferred by one or more transactions between persons not 
dealing at arm’s length, the subsequent owner is subject 
to the following rules for the purpose of computing the 
adjusted cost base of the property at any particular time 
after 1971. 

ITAR 26(5) 


e The subsequent owner is deemed to have owned the 
property on June 18, 1971, and without interruption 


until that particular time. The subsequent owner is 
therefore considered to have owned the property on 
December 31, 1971, and is then subject to the rules 
discussed earlier in this chapter. 


e The subsequent owner is deemed to have acquired the 
property at an actual cost equal to the amount that 
was the cost to the person owning the property on 
June 18, 1971. 


e Where the subsequent owner acquired the property 
after 1971 a capital gain or loss may have been realized 
by the transferor. Provision is therefore made for in- 
creasing or decreasing the adjusted cost base of the 
subsequent owner to the extent of the capital gain or 
loss by the transferor. 


The effect of the above rules is to place the subse- 
quent owner in the same position on January 1, 1972, 
as if he owned the property on June 18, 1971, without 
interruption. 


The above rules do not apply where the property 
is transferred after 1971 and the original owner had 
elected to value each capital property that was owned 
by him on December 31, 1971, (other than depreciable 
property and an interest in a partnership) at fair market 
value on Valuation Day. 


Reacquired Property 

Where a taxpayer who owned a property on June 18, 
1971, disposes of that property after June 18, 1971, and 
prior to 1972, and has, within 30 days after the disposi- 
tion, reacquired the same property or acquired a sub- 
stantially identical property, the following rules are ap- 
plicable in determining the cost of the reacquisition or 
acquisition, as the case may be. 

ITAR 26(6) 


e Where the property disposed of is reacquired within 
the 30 day period, the disposition and reacquisition 
are not recognized for purposes of computing a capital 
gain or loss. Accordingly, the cost of the property 
owned on June 18, 1971, is not altered. 


Where the property disposed of is replaced within 30 
days by substantially identical property, the cost of the 
replacement is deemed to be the actual cost of the 
property disposed of. 


Valuation Day Requirements 
It has been shown that in order to determine the amount 
of taxable capital gain or allowable capital loss for any 
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property owned on December 31, 1971, and subsequently 
sold or otherwise disposed of, it is necessary to know the 
Valuation Day fair market value of that property. 


There is no requirement for property owners to 
establish or report Valuation Day fair market values to 
the Department of National Revenue, Taxation, until a 
property is sold or disposed of. 


For many properties, however, years will pass be- 
fore the Valuation Day value will have to be used to 
determine a gain or loss on disposal. It is, therefore, in 
the interest of the owner to make an early determination 
of Valuation Day value, since the passage of time can 
make it increasingly difficult to do so. 


It should be borne in mind that all property will 
eventually be disposed of for income tax purposes, even 
if it is never sold, since disposal will be deemed to have 
occurred on the death of the owner (See Chapter 14). 


Establishing Valuation Day fair market value of a 
property may be very simple, requiring little effort, or 
sufficiently difficult to require professional assistance, 
depending largely upon the type of property owned. 


Persons Affected By Valuation Day 
The majority of taxpayers will not be affected by Valu- 
ation Day. This is because the types of property owned 
by most taxpayers—a home and such personal effects as 
household goods and automobiles—will not usually be 
subject to capital gains provisions. 


A home is excluded from capital gains tax as long 
as the owner uses it only as his principal residence, and 
personal effects do not normally give rise to a capital 
gain when sold. 


Valuation Day will not affect those who own only 
the foregoing types of property. 


PROPERTIES REQUIRING VALUATION 

Valuation Day will affect those who own: 

e Real estate other than a principal residence, such as 
cottages, land and rental property, 

e¢ Works of art, jewellery, rare folios, manuscripts or 
books, stamps or coins, worth more than $1,000, 

e Other personal property worth more than $1,000 and 

likely to increase in value, 

Investments, including shares and securities, 

Business property, 

Partnership interests. 


The Valuation Day requirements for these types 
of property are briefly explained below. 


Real Estate 


A home is exempt from capital gains tax and need not 
be valued provided it is used only as the principal 
residence of the owner. 


Any type of structure ordinarily inhabited by the 
Owner may qualify as a principal residence. Shares of 
capital stock of a co-operative housing corporation may 
also qualify. 


54(g) 


If a home is used for producing income, however, 
it will not be completely exempt when sold, and therefore 
should be valued. This could apply to homes which are 
partly the residence of the owner and partly rented, or 
to homes which are partly used for carrying on business. 


The owner of a principal residence that is part of 
a farm would be well advised to establish its value, since 
an option is available on sale of a farm which would 
require a Valuation Day value for the home as distinct 
from the remainder of the farm property. 
40(2) 


Treatment of principal residences, including this 
farm option, is discussed in Chapter 5. 


Gains on any other type of real estate will be subject 
to tax. Therefore, it is in the interest of the owner to be 
able to establish Valuation Day value for any real estate 
other than a principal residence. 


Since this type of property will include cottages, 
summer homes, second residences, rental residential 
property, farms, commercial and industrial properties, 
there is no standard formula for establishing value. In 
general, though, information on sales of similar properties, 
in the same area, around Valuation Day, will assist in 
arriving at a fair market value. 


In support of a value, it would be useful to retain 
documents containing the following information: 


° A brief description of the property, including location, 
lot and building size, and construction type. 

e The cost and date of purchase. 

e The cost of any additions or improvements. 

° The property assessment for municipal tax purposes. 

e Insurance coverage. 


be 


Additional information, for particular types of 
property, would be useful. For example: 


For Farm Property 


e The type of land (arable, bush or scrub). 
e The type of farming done. 


For Commercial and Industrial Property 


e The type of business for which the property is used. 
e The gross annual income so derived. 
e The net annual income before depreciation allowance. 


Personal Property 

It will be seen in Chapter 4 that Personal-use Property 
includes a number of specific kinds of properties that 
are designated as Listed Personal Property. 


Listed Personal Property consists of works of art 
such as prints, etchings, drawings, paintings and sculpture, 
jewellery, rare folios, manuscripts and books, stamps and 
coins. For any of these which, either as a set or as an 
individual item, is worth more than $1,000, a Valuation 
Day value should be established. 

54(e), 46 


Gains on sales of Listed Personal Property worth 
more than $1,000 will be taxed and losses will be allowed 
within certain limits. 


Many such items can be valued by consulting 
dealers’ catalogues or by consulting the art, coin, jewellery 
or stamp dealers themselves. 


Personal-use Property includes any other property 
which is owned chiefly for personal use or enjoyment, 
and includes all personal and household effects, auto- 
mobiles, boats and similar items. 

54(b) 


Valuation Day value for a personal-use item need 
be established only if it can be expected to increase in 
value over time and it is worth more than $1,000. 

46 


Most Personal-use Property will not increase in 
value and will therefore not give rise to a capital gain 
when sold. Capital losses will not be allowed for this 
class of property. 

40(2) 


Investments Including Shares & Securities 
As mentioned earlier in this Chapter, December 22, 1971, 


has been designated as Valuation Day for publicly traded 
shares. This valuation date will generally apply to com- 
mon and preferred shares, rights, warrants and conver- 
tible shares publicly traded in Canada. 


Holders of such shares or securities should consult 
the publication entitled ‘“‘Valuation Day Prices of Pub- 
licly Traded Shares and Securities’ which is available 
from the mailing address in the Preface or from District 
Taxation Offices. This publication lists by name the shares 
and securities to which the December 22, 1971, Valuation 
Day will apply. In most instances a price will appear 
against each security on the list. 

ITAR 24, 26(11) 


Prices on the list will be prescribed by Regulation 
and will be accepted by the Department of National 
Revenue as the Valuation Day value unless the taxpayer 
can establish some other value. 


The Valuation Day for other types of property, i.e., 
December 31, 1971, will apply to any share or security 
not included on this list. Holders of shares or securities 
for which no value is prescribed and holders of shares or 
securities subject to valuation at December 31, 1971, 
should be able to determine Valuation Day values by 
consulting published listings of transactions on stock ex- 
changes, other investment publications or investment 
dealers. 


Because there is no standard formula for establish- 
ing value of shares in private companies, each holding 
must be valued on the basis of its own particular merits. 
Holders of such shares may require professional assis- 
tance. 


Canada and Quebec Savings Bonds are not trans- 
ferable and are always redeemable at face value. There- 
fore, they cannot be disposed of at a gain or loss, and 
are of no Valuation Day concern. 


Business Property 

In general, business assets should be valued in the same 
manner as other properties. Exceptions are the following, 
which do not require valuation for capital gains purposes: 


e the trading assets of a business 


e depreciable property which is now worth less than its 
original cost, and 
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e goodwill of a business. 


Gains and losses on trading assets are income of 
the business, not capital gains or losses. Losses on de- 
preciable property are treated under the capital cost 
allowance provisions rather than as capital losses. Simi- 
larly, gains and losses on the sale of goodwill of a busi- 
ness are treated under special provisions of the Act which 
do not require Valuation Day value. 


The tax treatment of goodwill and similar items is 
dealt with in a pamphlet entitled ‘““Goodwill and Similar 
Assets’’, which is available from any District Taxation 
Office, or from the mailing address given in the Preface 
of this publication. 


Farmers should establish the value of their basic 
herds as of December 31, 1971. This subject is dealt with 
in a pamphlet entitled “‘Basic Herds” which is also avail- 
able from any District Taxation Office or from the mailing 
address given in the Preface. 


Partnerships 

Under the new system, a partnership will be required to 
determine capital gains and losses on its property, and 
will therefore have to determine Valuation Day values in 
the same manner as any taxpayer. 


Unlike other businesses, partnerships will require 
December 31, 1971, fair market values for depreciable 
assets, even if they have declined in value. This is needed 
to determine capital cost of partnership assets owned at 
the start of the system. 

ITAR 20 


Although a person’s interest in a partnership is it- 
self an asset from which a gain or loss can be realized, 
that interest will not require valuation in the normal man- 
ner as its Valuation Day value is calculated under a for- 
mula prescribed in the Act. (See Chapter 11). 

ITAR 26(9) 


One of the factors required by this formula is the 
Valuation Day value of property owned by the partner- 
ship. Therefore, determining Valuation Day values of a 
partnership’s property is important to the partners as 
individuals as well as to the partnership. 


Chapter 4 
PERSONAL-USE PROPERTY 


Definition 
Property, wherever located, that is owned by a person is 


considered “‘personal-use property” if it is used primarily 
for the personal use or enjoyment of 


e the owner, or 
e any individual related to the owner. 


Property owned by a corporation and used primar- 
ily for the personal use or enjoyment of an individual 
related to the corporation is considered to be personal-use 
property. 


Personal-use property includes personal effects, 
cars, boats, furniture, residences, cottages, jewellery, 
paintings, stamp collections, sculptures, and so on. 


54(f) 


Certain options and rights to proceeds of disposi- 
tion are also treated as personal-use property. An example 
is an option to acquire property that would, if he acquired 
it, be personal-use property of the taxpayer. Similarly, 
a right to receive amounts as consideration for the dis- 
position of personal-use property is in itself a personal-use 


property. 


The $1,000 Rule 

In computing gains and losses on the disposition of 
personal-use property, a special rule applies to relieve 
the vast majority of taxpayers of the necessity of main- 
taining detailed records and from the reporting of a large 
number of small gains and losses on minor dispositions. 
46(1) 


According to this rule if the adjusted cost base is 
less than $1,000, it is deemed to be $1,000. Consequently, 
there is no need to keep cost records unless the cost of 


proceeds of disposition are less than $1,000, they are 
deemed to be $1,000 as well. 


The effect of this rule may be illustrated by the 
examples at the foot of this page. 


In cases where only a part of a personal-use property 
is disposed of, the ‘‘$1,000 Rule’”’ is modified so as to 
allow the $1,000 against the whole asset and apportion 
a reasonable amount of the $1,000 to the part disposed of. 
This modification applies to the proceeds of disposition 
as well as against the adjusted cost base. 

46(2) 


Sets of Assets 

A set may be described as a number of assets that belong 
or are used together (a collection of books forming a 
unit, etc.). A special rule applies where a number of 
personal-use properties having a value greater than 
$1,000, which would ordinarily be disposed of as a set, 
have been disposed of by one or more dispositions so 
that all the properties have been acquired by one person 
or by a group of persons not dealing at arm’s length. 
The rule provides that the properties making up the set 
are deemed to be a single personal-use property and each 
disposition is deemed to be a disposition of part of that 
property. Consequently, the $1,000 rule discussed earlier 
will apply to the set as a whole rather than to individual 
properties in the set. 

46 (3) 


Where parts of a set are sold separately, the part 
disposition rules described in Chapter 2 apply. 


Taxability of Gains 

One-half of all gains on disposition of personal-use 
property other than principal residences must be taken 
into account in computing income. 


acquisition is in excess of $1,000. Furthermore, where the 40(1) 
Case Case Case 
A B € 
Actual Deemed Actual Deemed Actual Deemed 
Proceeds of disposition $700 $1,000 $1,200 $1,200 $ 900 $1,000 
Less: Adjusted Cost Base 400 1,000 800 1,000 1,300 1,300 


Gain or (Loss) $300 $ Nil 


$ 400 $ 200 $ (400) 


Deductibility of Losses 

The general rule is that losses on dispositions of personal- 
use property are not deductible in computing income. 
Nor can a loss on one personal-use property be used to 
reduce the gain on another personal-use property. The 
reason for this is simply that if a property depreciates 
through personal use, the resulting loss on its disposition 
is clearly a personal expense. However, this explanation 
is not adequate in all cases. There are personal-use 
properties defined as LISTED PERSONAL PROPERTY 
that do not normally depreciate through use; therefore, 
any loss on their disposition is generally due to reasons 
other than personal use. These reasons are essentially 
the same as those giving rise to gains on dispositions 
(1.e., market conditions, etc.). In order to give recognition 
to this essential difference, the tax legislation lists certain 
types of property that are partially exempted from the 
general rule of non-deductibility. These are any portion 
of, or any interest in, or right to, any 


e print, etching, drawing, painting, sculpture, or other 
similar work of art, 


e jewellery, 
e rare folio, manuscript or book, 
e stamp or 


e coin. 


40(2) (g), 41, 54(e) 


Losses on dispositions of such items may be de- 
ducted from gains on the dispositions of similar items 
and other items listed above. However, the total of such 
deductible losses may not exceed the total of such gains 
for the year. Any unabsorbed losses in the year can be 
applied to reduce similar net gains in the immediately 
preceding year and in the following five years. An ex- 
ample will make this rule more clear: 


The loss on the sale of stamps in Year 2 is deducted 
in the prescribed sequence: first from the “similar” gain 
in Year 2 ($1,500), and then from other “‘similar’’ net 
gains in Year | ($5,000), Year 3 ($500), and Year 7 
($1,000). 


Bad Debts 

As stated earlier, a right to receive amounts as con- 
sideration for the disposition of personal-use property is 
itself regarded as personal-use property. Consequently, 
should such a right become unenforceable, the resulting 
bad debt will not be deductible. However, where a gain 
had been made on the disposition, recognition is given 
to the fact that failing to collect all or part of the proceeds, 
all or part of the gain has not been realized. Therefore, 
the bad debt becomes deductible to the extent of the 
gain reported on the disposition. For details as to the 
calculation of the amount deductible, please refer to 
Chapter 10 — Debts. 

54(f), 40(2) (g), 50(2) 


Personal-use Property of a Corporation, 

Partnership or Trust 

The new legislation contains a provision to prevent a 
non-deductible loss on personal-use property from being 
absorbed in certain other capital transactions. Where the 
amount of a gain is decreased or a loss increased on the 
disposition of: 


e the capital stock of a corporation, 
e an interest in a partnership, or 
e an interest in a trust, 


and the reduction in gain or increase in loss can be 
reasonably attributed to a decline in the fair market value 
of personal-use property owned by the corporation, 
partnership or trust, the amount of the gain or loss will 
be adjusted so as not to take into account this decrease 
in value. 


46(4) 
Year I Year2 Year3 Year4 Yeans Year 6 Year 7 
Gain or (loss) on disposition of ‘ 

—paintings $5,800 $1,500 — — -- —- $2,000 

—stamps — (8,000) — -- 

—sculptures (800) — $500 — a -- _— 
Net gain for year $5 ,000 Nil $500 Nil Nil Nil $2,000 
Less: Year 2 loss (5,000) — (500) — — —- (1,000) 
Adjusted net gain (never a loss) Nil Nil Nil Nil Nil Nil $1 , 000 


41(2) 
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Chapter 5 


RESIDENCES AND PRINCIPAL RESIDENCES 


General 

Any residence owned and occupied or kept available for 
occupancy by a taxpayer or members of his family is a 
personal-use property. Any type of structure, wherever 
located, that may be reasonably considered one’s resi- 
dence such as a home, a flat in a multi-dwelling housing 
unit (duplexes, apartment buildings, condominiums), a 
mobile home, a trailer or houseboat, belongs in this 
category. Land upon which the residence stands and 
adjoining land that contributes to the use and enjoyment 
of the residence form part of the residence as well. 


54(f) 


For purposes of the Income Tax Act, residences 
fall into two major categories. The vast majority of resi- 
dences will meet the definition of ‘“‘principal residence” 
and generally as such be totally exempt from tax on 
gains on disposition. The smaller group consisting of 
second residences, cottages, and so on, will be subject to 
income tax on one-half of any post-1971 gains realized 
on disposition. 


54(g) 


PRINCIPAL RESIDENCE 

Any gain or loss on the disposition (whether actual or 
deemed) of a residence that has always been a principal 
residence since acquisition will be ignored for tax pur- 
poses provided the owner was a resident in Canada during 
the period of ownership. This significant exception to the 
general rule of taxing capital gains makes it important 
that a description of a principal residence be set out here. 
However, it is difficult to offer a simple definition that 
is also an accurate one. A meaningful definition is in- 
separable from the following description, rules and con- 
ditions. 


40(2) (b) 


Eligible Types of Property rat 
The types of property which may qualify as a principal 
residence include: 


e Any type of structure that may be regarded as one’s 
residence as described at the beginning of this chapter. 


e Land upon which the residence stands and adjoining 
land that contributes to the taxpayer’s use and enjoy- 


1: 


ment of the residence. No proof of such use and 
enjoyment will normally be required in respect of up 
to one acre of land (including the area occupied by the 
structure). 


54(g) 


e Shares in a co-operative housing corporation. 


Designation 

An otherwise eligible residence does not become a 
principal residence unless it is designated as such by the 
taxpayer. This need not be done until the time when an 
actual or deemed disposition is required to be reported 
in the annual income tax return of the owner. It should 
be noted that each year is designated separately. For 
example, a residence may be designated for the 1972 
and 1974 taxation years and not qualify for the designation 
in the 1973 taxation year for one reason or another. 
54(g) 


Only one residence may be designated by an in- 
dividual for any given year, except where one residence 
is sold and another acquired in the same taxation year. 
Under this exception, the taxpayer may in effect treat 
both residences as principal residences in the same year 
although only one residence can actually be designated 
for a particular year. 


40(2) (b) 


Ownership 

The designation of a residence to be a principal residence 
can only be made in respect of property owned either in 
whole or in part. An exception to this rule occurs where 
a taxpayer has after 1971 transferred a residence to his 
spouse or certain trusts. The transfer may take place 
during the taxpayer’s lifetime, on or after his death or 
as a consequence thereof; however both the taxpayer and 
the spouse or trust, must be resident in Canada prior to 
the taxpayer’s death or at the time of the transfer, as the 
case may be. In such cases the spouse or the trust is 
considered to have owned the property throughout the 
period during which the taxpayer owned it and will 
generally be able to designate the property as being a 
principal residence. 

40(4), 40(5) 


Actual Use of Residence 

The residence must be “ordinarily inhabited” by the 
designating individual (owner) himself. It must be em- 
phasized that occupation of the residence by the owner’s 
spouse and offspring are irrelevant considerations; the 
owner himself must live in the designated premises. 


There is one exception to the requirement that the 
residence be occupied by the owner. Where a home (or a 
share in a co-operative housing corporation) is turned 
into income-producing property (rental or business use, 
etc.), the owner may elect to have deemed not to have 
commenced to use his property for such a purpose. When 
this change in use election is in force, the owner may 
designate the home (or share) to be his principal resi- 
dence for a year or years not exceeding four even though 
he did not “‘ordinarily inhabit” the property. This excep- 
tion could apply to an individual who has for one reason 
or another moved out of his residence and temporarily 
used it for the purpose of earning rents with the intention 
of returning to take up occupancy at a later date. Mean- 
while, during the period of the election, all income derived 
from the use of the property must be reported. All usual 
expenses can be claimed except capital cost allowances 
(depreciation). 

45(2), 54(g) (iv) 


For details of the change in use election, reference 
should be made to Chapter 13. 


Change in Use 

Where an income producing property is turned into a 
principal residence, there is a deemed disposition of that 
property at fair market value at that time. The same 
property is deemed to be reacquired at the same fair 
market value at the same time. The gain on the deemed 
disposition of the income producing property will be 
subject to tax according to the rules relating to depre- 
ciable property dispositions. 

45 


The situation where a principal residence is turned 
into income producing property has been discussed 
above. Where the election is made to ignore the change 
of use taking place, there is no deemed disposition. How- 
ever, where the election is not made, or where an election 
previously made is rescinded, a deemed disposition at 
fair market value takes place. Where the election is 
rescinded, the deemed disposition takes place on the 
first day of that year for deemed proceeds equal to fair 
market value. 


Computation of Gain on Disposition of a Residence 

which was Not Always a Principal Residence 

Any gain or loss from the disposition of a residence that 
was designated as a principal residence for the year of 
disposition or for any previous years is determined by 
computing the gain or loss for the entire period of owner- 
ship subsequent to 1971, or for the period since the latest 
deemed disposition and reacquisition subsequent to 1971, 
according to the applicable rules of computation of a 
gain or loss. Any resulting loss is to be ignored, since 
losses on personal-use property are not deductible. Where 
a gain is produced, the taxable portion is arrived at by 
deducting from the gain that portion thereof that the 
number of years the property was designated to be a 
principal residence plus one (1) is of the number of years 
during which the vendor owned the property subsequent 
to 1971. It follows then that where a residence was always 
a principal residence any gain on its disposition will be 
reduced to nil for tax purposes and accordingly not tax- 
able. An example will illustrate the operation of this 
rule. 


40(2) (g), 40(2) (b) 
Assume: 


e A taxpayer owned a house for the years 1972 to 1980. 


e The house was designated to be a principal residence 
for each year of ownership except 1972. For the year 
1972 another residence had been designated. 


e The house was sold in 1980 and a profit of $20,000 
was realized. 


Computation of Capital Gain subject to tax 


Capital gain otherwise determined $20 ,000 

Less: $20,000 X 8-+1 20,000 
9 

Capital gain for tax purposes (never a loss) Nil 


If the taxpayer had only been able to designate the house to be his 
principal residence for three of the nine years of ownership, the 
capital gain would be computed as follows: 


Capital gain otherwise determined $20,000 
Less: $20,000 x 3+1 8,888 

Foie a Carat 
Capital gain for tax purposes iW PN 


Farm Houses 

A farmer who disposes of his farm land which includes 
a property that was his principal residence may calculate 
a capital gain on such disposition under one of two 
methods. 


He may compute the capital gain on the disposition 
of the residence including adjoining land up to one acre 


in the manner described above. If subsequent to 1971 
the residence was always the farmer’s principal residence 
the gain on the residence would be nil. Any gain on the 
disposition of the remaining farm land would be com- 
puted in the normal way. This method requires that a 
reasonable part of the proceeds of disposition and a 
reasonable part of the cost be allocated between the resi- 
dence and the land. This allocation would be more com- 
plex if other farm property such as barns, silos, equip- 
ment and livestock formed part of the sales price. 


40(2) (¢) 


As an alternative, if the farmer is an individual, he 
may elect in a prescribed manner to compute the total 
gain on the land and the residence without making any 
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allocation of the proceeds and costs to each. This gain 
may then be decreased by the aggregate of $1,000 plus 
$1,000 for each taxation year ending after 1971 for which 
the property was his principal residence and during which 
he was resident in Canada. A gain could be reduced to 
nil, but a loss could not be created under this alternative. 


Residences Other than Principal Residences 

As mentioned earlier residences not designated as prin- 
cipal residences and not used to earn income are personal- 
use property. Gains on dispositions of such property are 
to be computed according to rules described in Chapter 
4, Personal-Use Property. Any loss on a disposition of 
personal-use property is not deductible. 


54(f), 40(2) (g) 


Chapter 6 
SHARES 


General 

The disposition of a share in the capital stock of a cor- 
poration will normally produce a taxable capital gain or 
an allowable capital loss, except where the taxpayer is in 
the business of trading in shares, in which case any gain 
or loss thereon would be used in determining business 
income. This applies to shares in all corporations except 
cooperative housing corporations where such shares can 
be brought under the definition of principal residences 
(see Chapter 5). 

40, 54(g) 


Non-residents are also subject to this rule, but only 
in respect of shares held in corporations resident in 
Canada (other than public corporations), and shares in 
public corporations when at any time during the 5 years 
immediately preceding the disposition, 25% or more of 
the issued shares of any class of the capital stock of the 
corporation belonged to the non-resident person, to per- 
sons with whom the non-resident person did not deal at 
arm’s length, or to the non-resident person and persons 
with whom he did not deal at arm’s length. 

PA Gy a Hl i 


Any gain or loss is determined according to the 
general rules (proceeds of disposition minus adjusted cost 
base and expenses incurred in disposing of the property). 


Shares Owned on December 31, 1971 

Shares Owned on December 31, 1971, will have a cost 
base arrived at by employing the ‘““median amount” for- 
mula or by taking their fair market values on Valuation 
Day. For further details and methods of valuation see 
Chapter 3. 

ITAR 26 


Identical Shares Acquired After 1971 

A number of shares of the capital stock of one corpora- 
tion is an example of identical shares. That is, each share 
in the group is identical in every respect to each other 
share in the group. However, it should be noted that the 
shares of one corporation are not identical to the shares 


of another corporation. 


Where identical shares are acquired after 1971 the 
Income Tax Act provides that the cost to a taxpayer of 
each share is the average cost of each share in the group. 


47 
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The special rules for determining average cost are 
described in Chapter 2, Identical Properties. 


Identical Shares Owned on December 31, 1971 

Where a group of identical shares is made up of a num- 
ber of acquisitions of identical shares, one average cost will 
be calculated for those owned on December 31, 1971, and 
another for those subsequently acquired. Because shares 
acquired before January 1, 1972, are separated into a 
distinct ‘‘pool” from those acquired after that date, the 
average cost of the pre-1972 pool will remain constant 
whereas the average cost of the post-1971 pool can change 
as a result of the purchase of new shares. Where part of 
the group of shares is sold, the first-in, first-out method 
will determine which average cost is used to calculate a 
capital gain or loss; that is, shares acquired before 1972 
will be deemed to be disposed of before those acquired 
after 1971. 

ITAR 26(8) 


The special rules for determining average cost, etc., 
are described in Chapter 3, Identical Properties Owned 
on December 31, 1971. 


Stock Options 

A stock option granted by a corporation is not a disposi- 
tion of property until the option expires or is exercised. 
If the option expires, the corporation must treat any 
amount received as consideration for the option as a 
capital gain in the year of expiry. Should the option be 
exercised, the amount received will form part of the 
proceeds from the issue of the shares and no capital 
gain arises. 

49 


Where a stock option expires the holder has a 
capital loss generally equal to the cost of acquiring the 
option. If the holder disposes of the option, he may realize 
a capital gain or loss. A capital gain or loss may be 
realized each time the option changes hands. 


Where a stock option is exercised, its adjusted cost 
base to the holder becomes part of the cost base of the 
shares acquired. 


Employees’ Stock Option Plan 
The adjusted cost base of a share obtained under an 
employee stock option plan is determined by adding to 


the actual cost of acquisition the amount of any taxable 
benefit received in any taxation year ending after 1971. 


53(D) () 


Employees’ Profit Sharing Plan 

Where any share has, after 197], been transferred by a 
trustee under an employees’ profit sharing plan to a 
beneficiary, the beneficiary shall be deemed to have 
acquired the share at a cost equal to its fair market value 
at that time. 

32(3) 


Stock Dividends 

The cost of a share received after 1971 as a stock dividend 
is equal to the amount of the dividend. 

52(3) 


Adjustments to Cost Base 

There are additional provisions for making adjustments 
to the cost of shares if certain circumstances arise. 
Amounts shall be added to, or deducted from, the cost of 
shares depending on the nature of the transaction. The 
following items summarize the more important adjust- 
ments to the cost of shares of corporations resident in 
Canada. 

53 


Additions to Cost: 


e The amount of a deemed dividend received after 1971 
if the dividend increases the corporation’s paid-up 
capital. 


e The amount contributed after 1971 to the capital of a 
corporation (excluding loans) to the extent that it is not 
a gift to other shareholders related to the donor. 


Deductions from Cost: 


e The amount of non-taxable dividends received after 
1971, i.e., dividends paid out of tax-paid undistributed 
surplus and 1971 capital surplus on hand. However, a 
non-taxable ‘‘capital dividend”? does not reduce the 
adjusted cost base. 


e The amount paid for the share that is deductible as 
exploration and development expenses. 


e The amount of dividend (less the tax payable thereon) 
paid after 1971 out of designated surplus. 
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e Amounts received after 1971 as a reduction of a cor- 
poration’s paid-up capital except any portion which 
has been taxed as a deemed dividend. 


Personal-Use Property Owned by a Corporation 

Where a gain from a disposition of a share in the capital 
stock of a corporation is reduced, becomes a loss, or a 
loss is increased, due to a decrease in the fair market 
value of the personal-use property owned by a corpora- 
tion, the amount of the gain or loss shall be deemed to be 
the amount that it would have been if there had not been 
such a decrease. 

46(4) 


Prospectors and Grubstakers 

When individual prospectors and grubstakers sell mining 
properties to a corporation for shares of that corporation, 
they will be considered to have acquired the shares at no 
cost and will be taxed on one-half the proceeds on a 
subsequent sale of the shares, if the shares are capital 
property. 

35, 40 


Superficial Losses 

Superficial losses are non-deductible losses. However, the 
amount of a superficial loss incurred in respect of a share 
disposed of can be added to the cost of the substituted 
share. If a loss on the disposition of a share is incurred 
when the share or identical share has been acquired 
during the period beginning 30 days before the sale and 
ending 30 days after the sale and the share is still owned 
at the end of that period, it is a superficial loss, even if 
the acquisition is made by the taxpayer’s spouse or by a 
corporation controlled by the taxpayer. Losses produced 
by the application of these rules are not considered 
superficial losses if they result from leaving Canada, 
death, the expiry of an option, deemed disposition by a 
trust, or from a disposition made to a controlled 
corporation. 

40(2) (g), 53(1), 547M) 


Convertible Preferred Shares 

Where the holder of convertible preferred shares exercises 
his right to acquire other shares of the capital stock of a 
corporation in exchange for the preferred shares, the 
exchange shall be deemed not to have been a disposition 
of property. The cost of the new shares will be the ad- 
justed cost base of the convertible preferred shares. 

51 


Chapter 7 
BONDS AND OTHER OBLIGATIONS 


General 

In this chapter, obligation means a debt security such as 
a bond, debenture, bill, note, mortgage, hypothec or 
agreement of sale. The disposition of an obligation (other 
than a Canada or Quebec Savings Bond) may produce 
a taxable capital gain or an allowable capital loss except 
where the taxpayer is in the business of trading in obliga- 


tions and the obligations form part of the business. 
40 


Any gain or loss is determined according to the 
general rules (proceeds of disposition minus adjusted cost 
base and expenses incurred in disposing of the property). 


Obligations Owned on December 31, 1971 

Obligations owned on December 31, 1971, will have a 
cost base arrived at by using the ‘‘median amount” 
formula or by using their fair market values on Valuation 
Day. For further details and methods of valuation, see 
Chapter 3. However, “‘cost’’ means amortized cost rather 
than actual cost. 

ITAR 26(3), 26(7) 


Amortized Cost 
Amortized cost of an obligation on January 1, 1972, 
will be: 


(a) the principal amount where the obligation was 
acquired at a discount not exceeding 5% and 
where the obligation was issued before Novem- 
ber 8, 1969, 


(b) the actual cost where the obligation was ac- 
quired at a premium of less than 5%. 
ITAR 26(12) (a) 


To illustrate these rules, if the actual cost of bond 
was $96 and its principal amount was $100, the amortized 
cost would be $100. On the other hand, if the actual cost 
was $104, the amortized cost would also be $104. 


In any other case, the amortized cost will be the 
actual cost adjusted by amortizing the premium or dis- 
count on purchase on the basis of the number of months 
the obligation was held before Valuation Day as com- 
pared to the number of months from purchase date to 


maturity. 
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For example, assume that a $1000 bond with a 
maturity date 10 months after Valuation Day was pur- 
chased 5 months prior to Valuation Day for $850. The 
amortized cost would be computed as follows: 


Actual Cost $850 
Add: 5/15 X $150 (discount) $ 50 
Amortized Cost $900 


Identical Obligations 

Obligations are identical if issued by the same debtor and 
if they are identical in respect of all rights attaching to 
the obligations other than the principal amount. For 
identical obligations acquired after 1971, a new average 
cost is determined for each obligation at the time of each 
additional acquisition. Any previously acquired (after 
1971) identical obligation is deemed to have been dis- 
posed of for proceeds equal to its adjusted cost base. 
This deemed disposition is only for the purposes of cal- 
culating the adjusted cost base, that is, to compute the 
average cost of each obligation in the ‘“‘pool’’ including 
the newly-acquired obligation. The cost of each identical 
obligation in the “pool” is: 


(1) The total adjusted cost base of the previously 
acquired obligations plus the cost of the newly- 
acquired obligations, divided by 


(2) The principal amount of all identical obliga- 
tions divided by the principal amount of the 


particular obligation. 
47 


The application of this rule is illustrated in the 
following example: 
Assumptions 


A taxpayer acquires and disposes of the following identical bonds 
of XYZ Co. Ltd. 


Principal Actual Sale 
Amount Cost Price 
Purchase—January 14, 1972 $1,000 $950 
Purchase—February 15, 1972 500 472 
Sale—April 12, 1972 500 $ 495 
Calculation of Cost of Bonds Held on February 15, 1972 
Adjusted cost base of previously-acquired 
bonds (note below) $ 950 
Cost of newly-acquired bond 472 
Total 1,422 
Cost of $1,000 bond: $1,422 + 1,500 $ 948 
1,000 
Cost of $500 bond: $1,422+1,500 $ 474 
500 


Example (Cont’d) 
Calculation of Gain — April 12, 1972 


Proceeds of disposition $ 495 
Less — Adjusted cost base of bond (note below) $ 474 
Gain (lA taxable) eee All 


Note: 

For practical purposes, it has been assumed that there 
were no adjustments to cost in determining the adjusted 
cost base. In actual circumstances, certain adjustments 
may be required. 

33 


Identical Obligations Owned on December 31, 1971 

It should be noted that obligations otherwise identical, 
but acquired prior to 1972, are not considered part of 
any group acquired after 1971. In any disposition of 
identical obligations, the pre-1972 obligations are deemed 
to be disposed of before those acquired after 1971. For 
those on hand at December 31, 1971, the amortized cost 
is averaged as well as fair market value. Not until all 
pre-1972 items have been disposed of will there be a 
disposition of post-1971 obligations. 

ITAR 26(8) 


Transfer or Sale Between Interest Dates 

Where the transferee of an obligation has become en- 
titled to interest in respect of a period commencing before 
the time of transfer and ending after that time which is 
not payable until after the transfer, the proportion of the 
interest receivable, in respect of the period before the 
transfer (computed with reference to the number of days 
the interest applies to) will be deducted in computing the 
adjusted cost base of the obligation. The transferor will 
be required to reduce the proceeds of disposition by the 
same amount and report that amount as interest income 
in the year of sale. 

53(2) (), 20(14) 


Bond Conversion 

Where a bond is exchanged for another bond issued by 
the same debtor, provided that the first bond specified 
the holder’s right to exchange and the amount payable 
on maturity is the same, the cost base of the new bond 
will usually be the same as the adjusted cost base of the 
old bond. The only exception to this rule is where the 
old bond was included in an inventory of a business. In 
such a case the old bond is deemed to have been disposed 
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of for proceeds equal to its inventory value as of the end 
of the last fiscal period of the business. 
pe 


Convertible Bonds, Debentures and Notes 

Where a holder of convertible obligations issued by a 
corporation exercises his right to acquire shares of 
a capital stock of the corporation in exchange for the 
bond, debenture or note, the exchange shall be deemed 
not to have been a disposition of property. The adjusted 
cost base of the convertible obligation will simply become 
the cost of the shares. 

ay | 


Obligations Purchased in the Open Market by the Issuer 
There are special rules for corporations and individuals 
who purchase in the open market obligations issued by 
them. They apply only to situations where the transaction 
would be of a capital nature, that is, they do not 
apply to traders or dealers in obligations. The rules are 
applicable chiefly to bonds purchased by the corporation 
who issued them. 


The effect of these rules is as follows: 


e A capital gain will result at the time of purchase to the 
extent that the issue price exceeds the purchase price. 


e A capital loss will occur to the extent that the purchase 
price exceeds the greater of the principal amount and 
the issue price. 

39(3) 


In applying these rules to obligations outstanding 
at January 1, 1972, 


(a) the principal amount will be the lesser of: 
(i) the fair market value on Valuation Day, or 
(ii) the principal amount 


(b) for purposes of determining capital gains, the 
issue price will be the lesser of: 


(i) the amount determined under (a), or 


(11) the issue price. 
ITAR 26(1.1) 


Chapter 8 
REAL ESTATE 


General 

Dispositions of immovable real property, other than that 
which may be described as a taxpayer’s inventory, have 
been brought under the Income Tax provisions dealing 
with capital gains and losses. The disposition of such 
property, depreciable or non-depreciable, used in a busi- 
ness or to earn rents, held as an investment or for per- 
sonal use, may result in a capital gain or loss. Where a 
gain is realized, one-half thereof is included in income, 
but the deductibility of losses may vary. For example, 
a loss on disposition of a personal-use property such 
as a cottage is not allowable in computing income. A 
capital loss cannot be claimed on the disposition of de- 
preciable property since such losses may be claimed as 


capital cost allowance. 
38, 39, 40 


Principal residences and resource properties (mines, 
etc.) are the only immovable real properties the disposi- 
tion of which generally do not produce capital gains. 


Disposition of farm property may be subject to 
special rules where a principal residence forms part of 
the property (See Chapter 5). 


Where real estate acquired after 1971 is subse- 
quently sold or disposed of, the entire gain or loss thereon 
will be subject to the new rules. However, property ac- 
quired prior to January 1, 1972, and disposed of after 
1971 is accorded special treatment to ensure that any 
gains or losses attributable to the period prior to 1972 
will not be taken into account in computing income. 
Details of the special treatment are outlined in Chapter 3 
under the heading ‘“‘Property Owned on December 31, 
1971”. 

ITAR 20, 26 


Reserves 

A reasonable amount may be deducted as a reserve in 
calculating a gain on a disposition of real property where 
part of the proceeds are not due until after the end of the 
year. It must be remembered that amounts deducted as 
reserves in one year must be brought back into the com- 
putation of gains in the immediately succeeding year. 
However, if all the proceeds are not yet due in the suc- 
ceeding year, a new reserve is allowable. In order to be 
allowed, the reserve must be claimed by the taxpayer. 
A reserve is not available to a deceased taxpayer unless 
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the beneficiary of the property was the taxpayer’s spouse 
or a trust for the spouse’s benefit. Also, a reserve is not 
allowable if the taxpayer was, at any time in the year or 
the immediately following year, not resident in Canada 
(See also Chapter 2). 

40(1), 72 


Where real estate that is accountable for as in- 
ventory is disposed of in the course of carrying on a 
business, any reserve allowed must be in accordance with 
the provisions of the Income Tax Act dealing with business 
and property income. 


Interest and Property Taxes on Vacant or 

Unproductive Land 

In computing the income of a taxpayer after 1971 from 
vacant or unproductive land, no deduction is permitted 
in respect of carrying charges that are interest or property 
taxes paid or incurred after December 31, 1971, except 
to the extent that the income earned by the property 
exceeds other deductible amounts relating to the land. 
In other words, a taxpayer cannot reduce other income 
by amounts that represent interest and property taxes on 
vacant land or low income producing land. However, 
these charges, to the extent they were not deductible in 
computing income from a business or property, will be 
added to the cost of the land for the purpose of cal- 
culating a capital gain or loss when the property is 
eventually disposed of. The term ‘‘land”’ as used in this 
paragraph does not include buildings or depreciable 
properties affixed to the land. 

18(2), 18(3), 53(1) (h) 


Cost of Borrowed Money Used to Acquire 

Depreciable Property 

A taxpayer may capitalize the cost of borrowing money 
or issuing shares in connection with the acquisition of 
any depreciable property, including depreciable real 
property, provided certain rules are followed. Normally, 
such costs are deductible in computing business or 
property income. 
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These costs, to the extent they were not deducted 
in computing income from a business or property, will 
be added to the cost of the depreciable property for the 
purpose of calculating a capital gain or loss when the 
property is eventually disposed of. 

54(a) 


Hobby Farmers 

A taxpayer is regarded as a hobby farmer when his chief 
source of income is neither farming nor a combination 
of farming and some other source of income. 


The first $2500 of loss plus one-half of the next 
$5000, for a maximum of $5000, may be deducted from 
other income of the year on account of a loss from hobby 
farming. Generally any losses in excess of this limit are 
called restricted farm losses. These may be deducted 
only from farming income in the preceding year and in 
the following five years. 

31 


Where interest and property taxes in respect of the 
farm land have not been deducted because of the above 
restriction they may be added to the cost of the farm land 
for the purpose of calculating a capital gain on a sub- 
sequent disposition. It must be noted that such interest 
and property taxes cannot be used to create or increase 
a capital loss on the disposition of the farm land except 
to the extent of any outlays and expenses incidental to 
the disposition. 


Landscaping, Utility Service Connections and 

Site Investigations 

Certain expenditures, such as those incurred in the land- 
scaping of grounds, a site investigation or a utility service 
connection, are capital in nature and yet are deductible 
in computing income from a business or a property in 
the year paid if the expenditures relate to that business 
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or property. Such deductions must therefore be excluded 
from the adjusted cost base of real property in computing 
a capital gain or loss on an eventual disposition. 

53(1) (i), 20(1), 53(2) (m) 


Dispositions of Real Estate by Non-Residents 
Non-resident persons are subject to the new provisions 
concerning capital gains and losses on real property 
situated in Canada or an interest therein. However, these 
provisions are subject to tax treaties restricting the taxa- 
tion of such gains. The applicable rules are described in 
Chapter 15 under Disposition of ‘Taxable Canadian 
Properties” by Non-Residents. 

23), 115 


Grants and Subsidies 

Grants, subsidies and other assistance from a government, 
municipality or other public authority, received for or 
in respect of the acquisition of property after 1971, must 
be deducted when determining the adjusted cost base. 


13(7) (e), 53(2) (kK) 


Involuntary Dispositions 

The special rules affecting taxpayers when property has 
been expropriated, damaged, destroyed, lost or unlaw- 
fully taken are covered in Chapter 12, Involuntary 
Dispositions. 


Gifts, Bequests and Transfers to a Spouse 
The special rules affecting gifts and bequests and transfers 
to a spouse are outlined in Chapter 14. 


Chapter 9 
OPTIONS 


Granting of Options 

The granting of an option is a disposition of property. 
Accordingly, a capital gain can result to the extent of the 
amount received in respect of the option. This applies to 
most types of options, including options to buy or sell 
property. Two exceptions to this rule are: 


1. An option to acquire or to dispose of a prin- 
cipal residence. 


2. An option granted by a corporation under 
which the holder may acquire shares of the 
capital stock or bonds or debentures to be 


issued by the corporation. 
49 


These exceptions will be discussed later in this 
Chapter. 


Adjusted Cost Base of an Option 

The adjusted cost base of an option to the grantor im- 
mediately before he grants the option is nil. Because of 
this, the capital gain to the grantor is the amount received 
for the grant less any expenses incidental thereto. 

49(1) 


The cost to the person who receives an option is 
the consideration given for the option plus expenses in- 
curred in connection with the acquisition thereof. 


Sale of an Option 

The sale or other disposition of an option by the holder 
to a third party is a disposition of property from which 
a capital gain or loss may result. However, such a sub- 
sequent sale does not affect the tax position of the person 
who originally granted the option. 

40(1) 


Option Not Exercised 

Where an option expires, it is considered to have been 
disposed of by the person who holds the option. The 
holder will have no proceeds of disposition and a loss 
will usually result to the extent of the adjusted cost base 
at the time of expiry. Whether such loss gives rise to an 
allowable capital loss or not depends on the type of 
property involved as described later in this Chapter. For 
example, the option might have been personal-use 
property. 

54(c) 


pH 


Where options, other than certain corporate op- 
tions, are not exercised, the grantor’s computation of 
income will not be affected, since the proceeds will have 
already been recognized at the time of the grant. 

49(1) 


Option Exercised 

Where an option is exercised, the original granting of the 
option is no longer regarded as a disposition of property. 
Instead, the option price is taken into consideration in 
the disposition of the property to which it relates. 
49(3) 


Where the grantor of an option to acquire property 
is the vendor, the consideration he received for the option 
will be included in the proceeds of disposition of the 
property, while the purchaser will include the cost of 
the option in computing the cost of the property acquired. 


Where the grantor of an option to dispose of 
property is the purchaser, the consideration he received 
for the option will be deducted in computing the cost of 
the property acquired, while the vendor will deduct the 
cost of the option in computing the proceeds of dis- 
position of the property. 

49(3) 


Where an option is exercised in a year subsequent 
to the year in which the option was granted and the con- 
sideration received by a taxpayer for the granting of the 
option by him was included in the computation of income 
in the year of the grant, he may file an amended tax 
return for that year. The amended return would serve to 
exclude the consideration received for the option from 
the computation of his income for the year of the grant 
and to use the amount so excluded to adjust the cost of 
acquisition or proceeds of disposition, as the case may be, 
as previously described. The amended return would have 
to be filed on or before the date the taxpayer is required 
to file his income tax return for the year in which the 
option is exercised. 

49(4) 


Options on Principal Residence 

Where the owner of a principal residence grants an option 
for its disposition, the proceeds received by him con- 
stitute exempt income in his hands, regardless of whether 


the option is exercised or not. The grantee of the same 
option must treat the consideration paid by him as a 
non-deductible personal expenditure if he intends to 
acquire the grantor’s principal residence for use as 
his personal-use property, regardless of whether the 
option is exercised or is allowed to expire. However, 
should the grantee wish to acquire the property, as a 
business or rental property, for speculation, or for some 
other purpose, the consideration paid by him would have 
to be treated according to the rules relating to options 
obtained for the acquisition of income producing property. 
If the intent of the grantee is to demolish the property, 
the treatment will again depend on whether the reason 
for the demolition is to construct a new principal resi- 
dence. 

49(1), 54(b), 40(2) (g) 


Where an individual acquires an option to purchase 
a property that is not the principal residence of the vendor 
but would be the principal residence of the purchaser, 
the consideration paid by the purchaser would be a non- 
deductible personal expenditure whether or not the 
option is exercised, while the proceeds received by the 
vendor would have to be treated according to rules re- 
lating to the granting of an option. 


54(f), 49(1)) 


It should be remembered that shares in a co- 
operative housing corporation may form part of the 
definition of a principal residence (see Chapter 5.) Con- 
sequently, options relating to such shares should be 
treated according to the foregoing rules. 

54(g) 


Personal-Use Property Option 
An option to acquire property that would, if the grantee 
acquired it, be personal-use property in his hands, is 
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deemed to be personal-use property. Consequently, any 
gain on the disposition of such an option would be a 
taxable capital gain and any loss incurred on disposition 
or expiry would not be deductible. 


54(f) 


Other Options 

An option to acquire property for the purpose of earning 
or producing income (business, rental, etc.) is regarded 
as property which may produce a taxable capital gain or 
an allowable capital loss on disposition. This applies to 
the grantor at the time of granting as well as to the 
grantee at the time of its expiry or its disposition to a 
third party. 

49(1), 54(c) 


Options Granted to Acquire Capital Stock, etc. 

As mentioned earlier in this chapter, an option granted 
by a corporation under which the holder may acquire 
shares of the capital stock or bonds or debentures to be 
issued by the corporation, is not a disposition of property 
at the time of the grant. Consequently, the proceeds re- 
ceived by the corporation do not constitute income in its 
hands at that time. Instead, the following rules apply. 


Generally, where an option that was granted after 
1971 expires a disposition is deemed to have taken place 
in the year of expiry. The adjusted cost base to the corpo- 
ration immediately before the deemed disposition is nil, 
with the result that the entire proceeds for granting the 
option will be treated as a capital gain. 
49(2) 


Where the option is exercised, the proceeds re- 
ceived for the option will simply form part of the proceeds 
received or receivable for the shares, bonds or debentures 
issued under the option. 

49(3) 


Chapter 10 
DEBTS 


General 

The following comments relate to debts receivable that 
meet the definition of capital property and not to debts 
that are generally known as trade receivables. Trade 
receivables are subject to rules relating to the computation 
of income from a business or property and as such are 


not generally subject to capital gain rules. 
39(1) 


Disposition of a Debt Receivable 

The disposition of a debt receivable can give rise to a 
capital gain where the proceeds of the disposition exceed 
the adjusted cost base of the debt. The adjusted cost base 
will usually be the principal amount outstanding at the 
time of the disposition; however in certain instances as 
later described the adjusted cost base will be a lesser 
amount or even nil. A capital loss can also result but 
only in those instances where the debt or other right to 
receive an amount was acquired by the taxpayer for the 
purpose of gaining or producing income from a business 
or property or as consideration for the disposition of 
capital property to a person with whom the taxpayer was 
dealing at arm’s length. 


Under the Income Tax Act the settlement or 
cancellation of a debt owing to a taxpayer, or any other 
right of a taxpayer to receive an amount, is a disposition 
of property. Accordingly, a capital gain or loss could 
result from a settlement or cancellation depending on the 
amount of the proceeds and the amount of the adjusted 
cost base. 

40, 50, 40(2) (g), 54(©) 


Doubtful Debts 

There is no provision for the creation of a reserve in 
respect of a doubtful debt where the amount receivable 
constitutes capital property. 


Bad Debts 

Where a debt owing to a taxpayer at the end of a taxation 
year is considered uncollectible, he shall be deemed to 
have disposed of it at that time. Normally, the amount of 
the loss on such a disposition is the adjusted cost base of 
the debt, since the amount of the deemed proceeds is nil. 
The deemed disposition is then followed by a deemed 
reacquisition at a cost equal to nil as well. Consequently, 
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any recovery or disposition of the bad debt will be in- 


cluded in the computation of capital gains. 
50 


Some modification to this rule is made for a debt 
owing to a taxpayer in respect of the disposition of 
property that was personal-use property (including listed 
personal property). In such a case the deemed proceeds of 
disposition of the bad debt is the excess, if any, of its 
adjusted cost base over any gain realized on the disposi- 
tion of the underlying personal-use property. Conse- 
quently, the bad debt becomes deductible to the extent 
of the gain reported on the disposition. The following 
examples illustrate the calculation of the deductible 
portion of the bad debt. 

50(2) 


Proceeds of disposition of 


personal-use property $1,200 $1,800 $1,100 
Deduct — Adjusted Cost Base 1,000 2,000 1,000 
Gain or (Loss) $ 200 $ (200) $ 100 
Uncollectible amount (bad debt) SPeSO) Sans00)  Srnlo0 
Deductible portion of a‘ 

bad debt—see below $ 150 Nil $ 100 
Calculation of Deductible Portion 

Adjusted Cost Base of bad debt $150 $300 $150 
Gain on disposition of personal-use 

property 200 Nil 100 
Excess is deemed proceeds on 

disposition of bad debt* Nil $300 $ 50 
Adjusted Cost Base 150 300 150 
Loss $150 Nil $100 


*The cost of the deemed reacquisition will be equal to the amount 
of the proceeds so determined. 


Debtor’s Gain on Settlement of Debts 

or Other Obligations 

The following comments relate to debts and other 
obligations of a taxpayer to pay an amount. The com- 
ments apply to all types of debts and obligations and not 
only those of a capital nature. 


Where a debt is settled after 1971 by paying less 
than the amount owed, or is cancelled without any 
payment, the gain on such settlement is not a capital gain. 
Instead, it is treated according to the following special 
rule. 

80 


The debtor must apply the gain to reduce, in the 
following order, his 


(a) non-capital losses, 
(b) net capital losses, and 
(c) restricted farm losses 


for preceding taxation years, to the extent of the amount 
of those losses that would otherwise be deductible in 
computing the debtor’s taxable income for the year or a 
subsequent year. Any remaining portion of the gain will 
then be deducted in a prescribed manner from the capital 
cost of depreciable property and from the adjusted cost 
base of any other capital property. 


The above rule does not apply if one or more of the 
following conditions are present: 
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The debtor is bankrupt. 


The debt was such that, if interest had been 
paid by the debtor in respect of it, no deduction 
would have been permitted in respect of the 
interest in calculating the debtor’s income for 
income tax purposes. 


The settlement is the result of a mortgage 
foreclosure or other repossession. 


The gain is otherwise required to be included in 
income. Note that where a bond, debenture or 
similar obligation is purchased by the issuing 
corporation on the open market, a capital gain 
will result equal to the amount by which the 
issue price exceeds the purchase price. 


Chapter 11 
PARTNERSHIP INTERESTS 


General 

The amended Act treats a partnership as an entity distinct 
from its owners. When a person contributes assets to a 
partnership he is regarded as having lost his claim to 
those specific assets and to have acquired an interest in 
the firm. This interest, called a “‘partnership interest’’, is 
a capital property. 


The disposal of a partnership property gives rise to 
a gain or loss in the hands of the partnership entity. On 
the other hand, when a partner disposes of his partnership 
interest, he will personally realize a capital gain or loss. 


Computation of Capital Gain or Loss on Disposal 

of Partnership Interest 

Like other capital properties, the capital gain or loss on 
disposal of a partnership interest is computed as follows 
(figures assumed): 


Proceeds of Disposition $5,000 
Less: 

Adjusted Cost Base of Partnership Interest $2,000 

Costs of Selling 300 2,300 
Capital Gain $2,700 


A discussion of the determination of the cost and 
adjusted cost base of a partnership interest follows. 


Adjusted Cost Base 
As for all other capital properties, the adjusted cost base 
of a partnership interest is made up of two components: 
1. The cost of the interest. Where a person enters 
into a partnership after 1971, this is the amount 
he laid out for his interest. If a person has been 
a member of a partnership continuously since 
December 31, 1971, there are special rules under 
which the ‘‘deemed cost’? of the interest is 
computed. These special rules are outlined 
later in this chapter. 


2. Base Adjustments. Adjustments are made to 
reflect transactions occurring after 1971 which 
affect the value of a partnership interest. 


Example 
X purchases a 20% partnership interest on January 1, 
1973, for $500. In 1973 the partnership profits are $5,000. 
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X takes drawings of $600. The adjusted cost base of the 
interest is computed as follows: 


Cost $ 500 
Add: X’s Share of Profits 

20% of $5,000 1,000 
Sub-Total $1,500 
X’s Drawings 600 
Adjusted Cost Base of Interest $ 900 


The revised Act sets out the required adjustments to 
cost base and the computation of each adjustment. Since 
a partnership may participate in a wide variety of trans- 
actions which can affect the value of the interest of each 
partner, reference should always be made to the Act 
when computing adjustments. The following list of 
adjustments is not exhaustive, and is intended only as an 
illustration of the principle involved. 

53(I) (e), 53(2) (c) 
ADDITIONS 
Partner’s share of: 
partnership income 
untaxed half of partner- 
ship capital gains 
capital dividends 
received 
net proceeds of life 
insurance policies 
Additional capital 
contributed 


DEDUCTIONS 

Partner’s share of: 

e partnership losses 

e half of partnership 
capital losses 

e partnership donations 


Drawings 

Portion of adjusted cost 
base when part of the 
interest is sold 


Negative Adjusted Cost Base 

One significant difference between a partnership interest 
and other capital properties is that the adjusted cost base 
of a partnership interest can become negative without 
giving rise to a capital gain in the year in which it becomes 
negative. A negative adjusted cost base is taken into 
account in the year in which the partnership interest is 
disposed of. Where the adjusted cost base is negative, a 
capital gain would be calculated as follows (figures 
assumed): 

100(2) 


Proceeds of Disposition $4,000 
Add: Negative Adjusted Cost Base 1,500 
Sub-Total $5 ,500 
Deduct Costs of Selling 400 
Capital Gain $5,100 


There is a special rule governing cases where a 
partner withdraws from a partnership, but has not 
withdrawn his total equity. In these circumstances he is 
deemed not to have disposed of his interest until he has 
received payment in full. As he receives payment he will 
make the usual deduction in determining the adjusted 
cost base of his interest. However, if the adjusted cost base 
becomes negative, the negative amount is considered 
income of the year and each amount received thereafter 
will be treated as income in the year of receipt. 
9.8(1.1) 


Partial Disposals 

Where a partner sells part of his interest, he deducts from 
his adjusted cost base an amount that is reasonably 
attributable to the part of the interest sold (see Chapter 2). 


“COST”? OF PARTNERSHIP INTEREST OWNED 
AT DECEMBER 31, 1971 

As mentioned previously, a special computation is 
necessary to compute the deemed cost of a partnership 
interest owned at the commencement of the new system. 
This computation is necessary so that a partner will not 
be taxed on any increase in the value of the partnership 
interest that accrued before 1972. 

ITAR 26(9) 


Details of the required computation will be set out 
on a form provided by the Department of National 
Revenue, Taxation. 


The cost of a partnership interest owned contin- 
uously since December 31, 1971, is deemed to be the 
median (i.e. middle) value of three computed amounts. 
These amounts are referred to as ADJUSTED FAIR 
VALUE, ACTUAL COST and TAX EQUITY VALUE. 
In comparison to the normal Median Amount Rule 
explained in Chapter 3, 
ACTUAL COST corresponds to “pre-1972 cost of 

acquisition” 
“fair market value on 
Valuation Day” 
ADJUSTED FAIR VALUE corresponds to “‘proceeds of post-1971 
disposition” 


ITAR 26(14), ITAR 26(9.1), ITAR 26(12) (g) 


TAX EQUITY VALUE corresponds to 


As with the normal median rule, the use of this 
median value means that: 


e gains which took place before Valuation Day are not 
taxed, nor are gains which take place after Valuation 
Day taxed to the extent that they represent the recovery 
of losses that took place before Valuation Day, and 
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losses which took place before Valuation Day are not 
allowed, nor are losses which take place after Valuation 
Day allowed to the extent that they represent the loss 
of gains that took place before Valuation Day. 


Calculation of Deemed Cost 

It will be necessary to compute the deemed cost of a 
partnership interest owned at December 31, 1971, when 
all or part of the interest is sold. The three values cannot 
be computed in advance of the time of sale since each 
value takes into consideration events that occur up to 
the time of the sale. 


As indicated previously, the three values to be used 
to reckon the deemed cost of a partnership interest 
owned continuously since December 31, 1971, are amounts 
that must be calculated by the taxpayer. Although a 
person making these calculations 1s advised to follow the 
sequence of the steps set out on the form designed for 
this purpose, a basic understanding of the purpose of the 
three values should facilitate this task. 


Each computation is made at the date of disposal in 
order to take advantage of hindsight to determine or 
confirm amounts which were previously unknown or 
uncertain. Each computation then contains adjustments 
to move the data forward or back in time so that each of 
the three values is comparable at a common date, namely, 
the date on which the new system commenced. The 
following discussion assumes a December 31 year end. 


Adjusted Fair Value 

This represents the proceeds of disposition adjusted to 
reverse adjustments to cost which occurred since 1971. 
By removing the effect of post-1971 transactions, pro- 
ceeds are valued at the amount they would have been at 
the comparison date, January 1, 1972. 


Actual Cost 

This is the amount originally paid for the interest before 
1972, adjusted for transactions which took place before 
1972 that affected the original cost. For example, the 
partner’s share of pre-1972 drawings are deducted. The 
result should establish what the cost would have been had 
the purchase transaction taken place at the comparison 
date of January 1, 1972. 


Tax Equity Value 

The purpose of this computation is to establish the 
partner’s share of the tax value of partnership assets less 
liabilities at the comparison date, January 1, 1972. For 
example, cash on hand as at that date is listed among the 
assets. Capital properties are listed and valued in such a 
way that capital gains which accrued before 1972 are 


included. Tax Equity Value will also include part of the 
partnership goodwill, depending on the year in which the 
partnership interest was sold, and its value at that time. 


If the partnership’s fiscal year is other than the 
calendar year, the authorized forms provide additional 
adjustments to compensate for the difference in timing. 


It should be noted that once the amount of the 
three values has been computed, and the middle amount 
has been selected as deemed cost, it is necessary to apply 
the usual base adjustments in order to arrive at adjusted 
cost base. 
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Example 

Adjusted ‘Ratr Valtie ss seistictre saree ele ahestareitets $5,000 
Actual: Costs o. Jat. aston detec ene tee a eeriene $6,000 
Tax EquitysValucn sme cetera cristae stelataels teres $4,000 


The median value ($5,000) will be designated as 
‘cost’. Adjusted cost base is then calculated as follows: 


Deemed: Costin cas stayeiectnciteteeeciersts ers here sne apt $5,000 
Base Adjustments 

(e.g., add profits, ($4,500), deduct drawings 

($2,000) after 1971) 


ADJUSTED COST BASE. 22.22.02 ..0..-seee eee 


$7,500 


or, oc 
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Chapter 12 
INVOLUNTARY DISPOSITIONS 


Expropriation, destruction (e.g., fire or flood), theft, 
damage and foreclosure are the most common instances 
of involuntary dispositions. The determination of gains 
and losses is usually carried out according to the rules 
that would apply in cases of a voluntary disposition, such 
as a sale. However, there are certain additional factors 
that must be taken into account as well. 

54(h), 40()) 


Expropriation, Destruction and Loss of Property 
Normally, when a taxpayer disposes of a property, a 
capital gain or loss results. However, in the case of 
property which is expropriated (including property sold 
to a person by whom notice of an intention to take under 
statutory authority was given), destroyed or lost, the 
capital gain otherwise determined may be reduced if the 
taxpayer has expended an amount to acquire other 
property as a replacement before the end of the taxation 
year following the receipt of the proceeds of disposition. 
The following examples illustrate this special rule. 
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Case (1) Case (2) Case (3) 


Compensation received for 
property destroyed 

Adjusted cost base of property 
A. Capital Gain 


$1,200 $2,600 $2,500 
1,000 2,000 2,000 
$ 200 $ 600 $ 500 


If it were not for the special rule, one-half of the 
capital gain would usually be included in income. How- 
ever, should the taxpayer replace the destroyed property, 
the capital gain is the lesser of that shown in line “A” 
above or the amount, if any, by which the compensation 
exceeds the cost of the replacement. Refer to line “B” 
below: 


(1) (2) (3) 


Compensation received for property 
destroyed (as above) 

Actual cost of replacement 

B. Excess 


$1,200 $2,600 $2,500 
900 2,100 3,100 
$ 300 $ 500 $ Nil 


The capital gain is the lesser of line “A” or line “B”, that is: 
(1) (2) 
$ 200 $ 500 


G3) 
$ Nil 


The cost of the replacement for the purpose of 
calculating any gain on disposition is considered to be 
the actual cost minus the amount, if any, by which the 
gain otherwise determined (line ‘*A’’) has been reduced by 
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using the special rule. This is illustrated by continuing 
the foregoing examples: 
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() (2) (3) 
Actual cost of replacement $ 900 $2,100 $3,100 
Excess of line ‘“‘A”’ over line ‘‘B”’ Nil 100 500 


Cost base of replacement $ 900 $2,000 $2,600 


The deferral of the gain does not extend to com- 
pensation received in respect of property unlawfully 
taken (theft) or to compensation received for damages 
to property. 


It should be remembered that the special rules 
applicable to various types of personal-use property 
would have to be taken into consideration in actual cases. 
For example, the $1,000 rule relating to cost and proceeds 
of personal-use properties and the exemption for a 
principal residence would still apply in cases of destruc- 
tion, expropriation or loss. 


46(1) 


Damaged Property 

Damage to a taxpayer’s property, however inflicted, can 
give rise to a disposition of property. The proceeds of 
disposition, however, will not include compensation or 
any amount payable under an insurance policy to the 
extent that such compensation or amount has been 
expended on repairing the damage within a reasonable 
time. The term “reasonable time’”’ is not defined and 
would be determined on the basis of applicable cir- 
cumstances. 

54(h) 


Valuation Day Implications 

The deemed cost base of property acquired before 1972 
would have to be determined according to the special 
provisions (median rule, etc.) only where the expropria- 
tion, destruction and other involuntary dispositions take 
place after 1971. Where the expropriation, destruction, 
etc., takes place before 1972 the new capital gains rules 
do not apply even though the proceeds are not received 
until after 1971. 

ITAR 26(3) 


Mortgage Foreclosures and Conditional Sales 
Repossessions 

The sale of mortgaged property under a provision of a 
mortgage gives rise to proceeds of disposition in the 


hands of the mortgagor to the extent of the amount by 
which the liability of the mortgagor is reduced as a result 
of the sale plus any amount received by the mortgagor 
out of the proceeds of such sale. 

54(h) 


Where a taxpayer has acquired or reacquired the 
beneficial ownership of property under the provisions of 
a mortgage or other obligation in respect of an unpaid 
amount special rules apply to both the debtor (mortgagor) 
and creditor (mortgagee). As well, where a taxpayer, who 
had previously sold property to another person under a 
conditional sales agreement, reacquires the beneficial 
ownership of the property in respect of an unpaid amount, 
the same rules apply. 

79 


The debtor must include in his proceeds of disposi- 
tion of the property an amount equal to the amount of 
the debts that were extinguished by reason of the acquisi- 
tion or reacquisition. Such debts would normally include 
the principal and interest charges due under the provisions 
of a mortgage or conditional sales agreement. Also, if 
after the acquisition or reacquisition the debtor pays an 
amount in respect of the creditor’s claim, that amount is 
considered to be a loss of the debtor for the taxation year 
in which the payment was made. An illustration of the 
application of these rules follows. 


Assume that “A” acquires land for $120,000. 
He makes a down payment of $20,000 and mortgages 
the property to secure the remaining $100,000 provided 
by “‘B’’. “‘A”’ makes instalments reducing the mortgage 
payable to $70,000, but is unable or unwilling to make 
any further payments, so “‘B’’ repossesses the property. 
The repossession constitutes a disposition by “‘A” for 
$70,000. “‘A’s” loss on the repossession is computed as 
follows: 
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Proceeds of disposition $ 70,000 
Adjusted cost base of property 120,000 
Loss $ 50,000 


If, under the terms of the mortgage, “‘B”’ sells the 
property and recovers any deficiency from ‘‘A’’, the 
payment by “A” is also a loss from the disposition. 
For example: 


Proceeds of resale by “‘B”’ $ 65,000 
Adjusted cost base to ‘‘B”’ $ 70,000 
Expenses 5,000 75 ,000 
Deficiency recovered from “‘A”’ 

(a loss to “*A’’) $ 10,000 


In this example, the total loss to ‘‘A’’ amounts to 
$60,000 ($50,000 +$10,000). 


If under the terms of the mortgage, “‘B”’ sells the 
property and turns any excess over to ‘‘A’’, the excess will 
form part of “‘A’s” proceeds of disposition. For example: 
54(h) 


Proceeds of resale by ‘‘B”’ $ 85,000 
Adjusted cost base to “B”’ $ 70,000 

Expenses 5,000 75 ,000 
Excess paid to “A”’ $ 10,000 


In this example, the total loss to ““A’’ amounts to 
$40,000 ($50,000 — $10,000). 


There are also the rules that apply to the creditor 
or mortgagee as the case may be. He is considered 
to have acquired the property for an amount equal to the 
amount of his claims that were extinguished by reason of 
the acquisition or reacquisition, less any amount claimed 
in the immediately preceding year as a reserve in respect 
of a gain included in the proceeds not receivable until a 
later year. The adjusted cost base to the creditor of his 
claim is deemed to be nil. Accordingly, any subsequent 
recoveries will result in a gain, and no loss will result on 
a subsequent disposition. 


Chapter 13 
CHANGE IN USE OF PROPERTY 


Definition: 
A change in use of property takes place when: 


(a) a property acquired for the purpose of gaining 
or producing income is later used for some 
other purpose; or 

(b) a property acquired for a purpose other than 

that of gaining or producing income is later 

used for the purpose of gaining or producing 
income; or 


(c) 


45(1) 


any part of a property undergoes the kind of 
change in use described in (a) or (b). 


In establishing whether there has been a change in 
use, it is the purpose for which the acquisition was made 
that is significant. Property acquired for income- 
producing use may never be used for that purpose. 
However, a change in use will not take place until it is 
actually used for some purpose other than to produce 
income. The same principle applies to property acquired 
for non-income producing use. 


Where a secondary residence that is not being used 
to earn income becomes a principal residence, or vice 
versa, its use does not change. 


Effects of Change in Use 

A deemed disposition at fair market value takes place at 
the time of the change in use of a property. There is no 
limit to the number of deemed dispositions that may 
occur with respect to a specific property or parts thereof. 
For the purpose of determining gains and losses on 
subsequent dispositions, the adjusted cost base is com- 
puted with reference to the latest deemed disposition 
(and reacquisition) or actual acquisition. 


Mixed Use 

Partial conversion from non-income producing use to 
income-producing use, or vice versa, results in deemed 
disposition and reacquisition of the part converted at fair 
market value at the time of change in use. The determina- 
tion of any gain or loss would have to be made according 
to the rules of part disposition and reacquisition of the 
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part converted, at fair market value at the time of change 
in use. 
45(1) 


Election Where There is Change in Use 

Where a deemed disposition at fair market value would 
occur at the time of conversion to an income producing 
property, a taxpayer may elect to nullify the conversion, 
that is, the conversion will be deemed not to have taken 
place. A person can thus avoid reporting a capital gain 
until some future time or until the property is actually 
disposed of. 


The election will be made in the income tax return 
for the year of conversion and will remain in force until it 
is revoked in a subsequent year’s return. The change in 
use will be deemed to have taken place on the first day of 
the year for which the election was revoked. 

45(2) 


The right to elect does not apply to a conversion 
from an income producing use to non-income producing 
use. 


Due to the deemed non-income producing status of 
the property in respect of which an election is in force, no 
capital cost allowance (depreciation) may be claimed 
thereon. At the same time, all income derived from the 
use of the property must be reported and expenses 
relating thereto may be claimed. 


An example illustrating the change in use rules 
follows: 


Example — Change in Use of Secondary Residence 
e A taxpayer purchased a second residence (summer 
home) in 1972 at a cost of $25,000. 


e Throughout 1974 and 1975 the home was rented. The 
fair market value of the property at the time it became 
income-producing property was $30,000. 


e On January 1, 1976, the building was converted back to 
personal use. The fair market value at that time was 


$33,000. 


e In 1980, the taxpayer sells the building for $40,000. 


1974 
Deemed proceeds of disposition 
Less adjusted cost base 

Capital gain 

Taxable capital gain 

1976 

Deemed proceeds of disposition 
Less adjusted cost base 

Capital gain 

Taxable capital gain 


1980 


Proceeds of sale 

Less: adjusted cost base 
Capital gain 

Taxable capital gain 


Note that the taxable capital gain over the entire 


No election Election 
made by made by 
taxpayer taxpayer 
$30,000 

25,000 

$ 5,000 

$ 2,500 Nil _ 
$33,000 

30,000 

$ 3,000 

$ 1,500 Nil 
$40,000 $40, 000 
33 ,000 25,000 
$ 7,000 $15,000 


$ 3,500 


$ 7,500 


period is $7,500 both with and without the election. 
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Chapter 14 
GIFTS AND BEQUESTS 


General 

The acquisition of property by way of a gift or bequest is 
not a capital gain to the recipient. A subsequent dis- 
position of the property, however, may give rise to a 
capital gain or loss depending on the nature of the 
property. 

39, 40 


Gifts 

Where a taxpayer acquires capital property as a gift its 
cost to him for income tax purposes is considered to be 
its fair market value at the time of the gift. This rule 
applies even though the property was received as a gift 
prior to 1972. This cost will then be used in determining a 
capital gain or loss on any subsequent disposition of the 
property. Where the property was acquired prior to 1972 
the fair market value on Valuation Day will also be 
required to determine the deemed cost (or deemed 
proceeds) as described in Chapter 3. 

69, ITAR 20, 26 


Where a taxpayer has disposed of property by way 
of a gift he is deemed to have received proceeds equal to 
the fair market value of the property at the time of the 
disposition. For gifts made after 1971 any resulting 
capital gain or loss must be accounted for in the compu- 
tation of income in the year that the gift was made. 

69, 39, 40 


The above rules do not apply to gifts made, after 
1971, by a taxpayer to a spouse or to a trust for the spouse. 
73 


Transfer of Property to a Spouse or a 

Trust for a Spouse 

Special rules apply to transfers of property after 1971, by 
a taxpayer to a spouse or a trust for a spouse. Since a gift 
is a transfer of property, these rules apply when the gift 
is to a spouse or trust for a spouse. A sale is a transfer of 
property and the rules are applicable even though the 
sale takes place at fair market value. 

73 


Where capital property, other than depreciable 
property of a prescribed class, is transferred after 1971 by 
a taxpayer to a spouse or a trust for a spouse, the pro- 
ceeds of disposition is considered to equal the adjusted 
cost base to the taxpayer of the property immediately 
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prior to the transfer. The spouse or the trust for the 
spouse acquires the property at a cost equal to the same 
amount. Accordingly, any accrued gain or loss will pass 
to the spouse or trust without affecting the transferor’s 
income at the time of the transfer. 

73 


Where the property transferred is depreciable 
property of a prescribed class, the proceeds of disposition 
is deemed to be that proportion of the undepreciated 
capital cost of the class that the fair market value of the 
property transferred is of the fair market value of all the 
property of the class. In most instances any accrued gain 
will pass to the spouse or trust without affecting the 
transferor’s income at the time of the transfer. Again, the 
spouse or trust for the spouse acquires the property at a 
cost equal to the same amount. However, where this cost 
is less than the capital cost to the transferor, for the 
purposes of computing the capital cost allowance to be 
claimed or recaptured by the spouse or trust the following 
additional rules apply. 

73(2) 


e The capital cost to the spouse or trust is deemed to be 
the amount that was the capital cost to the transferor. 


e The difference between the deemed capital cost and the 
deemed cost to the spouse or trust will be treated as if 
it had been allowed as a capital cost allowance, thus 
permitting a full recapture of capital cost allowances. 


The above rules do not apply unless both the tax- 
payer and the spouse, or trust, as the case may be, were 
resident in Canada at the time of the transfer. 


Capital gains, to the extent that they exceed capital 
losses for a taxation year from the disposition of property 
transferred from one spouse to another, will be included 
in the computation of income of the transferor and not 
the transferee. This provision is applicable to direct or 
indirect transfers, on or after January 1, 1972, by means of 
a trust or by any other means whatever. It also applies 
to such a transfer which is made to a person who later 
marries the transferor. Certain conditions must exist to 
make the provision applicable in a particular taxation 
year. These are: (1) the transferor must be living; (2) the 
transferor must be resident in Canada; and (3) the 


transferee must still be the spouse of the transferor. If 
any of these conditions is not fulfilled the capital gain or 
loss will be the transferee’s rather than the transferor’s. 
74(2) 


It should be noted that this provision applies not 
only to capital gains and losses from the property 
transferred but to capital gains and losses from property 
substituted therefor. 


Death of a Taxpayer 

An individual who dies on or after January 1, 1972, is 
considered to have disposed of each capital property 
owned by him immediately before his death. 

70(5) 


The proceeds of disposition of each capital property 
other than depreciable property is its fair market value 
immediately prior to death. The resulting capital gain or 
loss must be reported in the deceased’s last return. The 
cost to the beneficiary or trust to which the property 
passes is also fair market value. 


The proceeds of disposition of depreciable property 
of a prescribed class is the amount that is midway 
between fair market value of the property and the 
undepreciated capital cost of the class to the taxpayer. It 
follows then that the death of a taxpayer may result in a 
recapture of capital cost allowances, a capital gain to the 
deceased, or both. Should the deemed proceeds be less 
than the undepreciated capital cost of the ciass the 
difference may be claimed as a capital cost allowance 
(terminal loss). 


Any depreciable property of a prescribed class 
acquired by virtue of the death of a taxpayer after 1971 
will have a cost equal to that proportion of the deemed 
proceeds that the fair market value of the property is of 
the fair market value of all the property of the prescribed 
class, that is: 


Cost = 
Deemed Fair market value of a particular property 
Proceeds ©° Total fair market value of class 


In addition, where the cost is less than the capital 
cost to the deceased, for the purposes of computing the 
beneficiary’s capital cost allowances and recapture of 
capital cost allowances, the following rules apply. 


e The capital cost to the beneficiary is deemed to be the 
amount that was the capital cost of the property 
to the deceased taxpayer, and 
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e The difference between the deemed capital cost to the 
beneficiary and his deemed cost will be treated as if it 
had been allowed to him as a capital cost allowance. 


These rules permit the full recapture of capital cost 
allowances claimed by the deceased. 


Payment of Tax 

Special provision will be made (see Note) for the payment 
of that portion of the total tax that relates to income 
arising at death from: 


e deemed taxable capital gains, 


e recaptured depreciation on deemed dispositions of 
depreciable property, and 


e the value of unrealized amounts in respect of rights 
and things. 


In these circumstances, the deceased taxpayer’s legal 
representative may elect to discharge such portion of the 
tax liability in equal consecutive annual instalments not 
exceeding six. The first instalment is due at the same time 
as the tax would have been due had the election not been 
made. Each subsequent instalment is due on or before 
the next anniversary of that date. If this election is made, 
the interest provisions of the Act apply in the normal 
manner. 


Note: 

The new legislation does not contain this provision. 
However, the Government has announced its intention 
to introduce an amendment to this effect at the earliest 
opportunity. 


Bequests and Inheritances 

Where a taxpayer acquires capital property as a bequest 
or inheritance, its cost to him is considered to be its fair 
market value at the time of the bequest or inheritance. 
This rule applies even though the property was received 
prior to 1972. This cost will then be used in determining 
a capital gain or loss on any subsequent disposition of the 
property. Where the property was acquired prior to 1972 
the fair market value on Valuation Day will also be 
required to determine the deemed cost (or deemed 
proceeds) as described in Chapter 3. These rules, however, 
do not apply where depreciable property is acquired after 
1971 by way of bequest or inheritance, or where capital 
property is transferred to a taxpayer’s spouse, or a trust 
for his spouse, as aresult of the taxpayer’s death after 1971. 
69, 70(5), 70(6) 


Bequests to a Spouse or a Trust for a Spouse 

Special rules apply to transfers or distributions of 
property to a spouse or trust for a spouse, on or after a 
taxpayer’s death and as a consequence thereof. These 
rules apply where the death is on or after January 1, 1972, 
and both the taxpayer and the spouse or trust, as the 
case may be, were resident in Canada immediately before 
the death of the taxpayer. 

70(6) 


Where the property is other than depreciable 
property of a prescribed class, the proceeds of disposition 
to the deceased is equal to the amount of the adjusted 
cost base of the property to the deceased immediately 
before his death. The spouse or trust is considered to have 
acquired the property at a cost equal to the same amount. 
Any accrued capital gain or loss then passes to the 
spouse or trust without affecting the deceased’s income. 
The spouse or trust will report any capital gain or loss 
should the property be disposed of. 


In the case of a depreciable property of a prescribed 
class the deceased is deemed to have disposed of the 
property immediately before his death. The proceeds of 
the deemed disposition will be an amount equal to that 
proportion of the undepreciated capital cost of the 
property that the fair market value of the property is of 
fair market value of all the property of the prescribed 
class. Again, the spouse or trust is considered to have 
acquired the property at a cost equal to the deemed pro- 
ceeds. In addition, where this deemed cost is less than the 
capital cost to the deceased taxpayer, for the purpose of 
computing the spouse’s or trust’s capital cost allowances 
and recapture of capital cost allowances, the following 
rules apply. 


4] 


¢ The capital cost to the spouse or trust is deemed to be 
the amount that was the capital cost of the property to 
the deceased taxpayer. 


e The difference between the deemed capital cost and 
the cost to the spouse or trust will be treated as if it had 
been allowed as capital cost allowances. 


Again, these rules permit the full recapture of 
capital cost allowance claimed by the deceased. 


Capital Losses in Year of Death 

Where a taxpayer’s allowable capital losses in the year of 
death exceed the taxable capital gains in the same year 
the excess may generally be applied against other income 
without regard to the $1,000 restriction ordinarily appli- 
cable. Should any excess still remain it may be applied in 
computing the taxable income of the preceding year 
without regard to the $1,000 restriction otherwise appli- 
cable. The $1,000 restriction for the year of death and the 
preceding year is removed, since there will be no future 
years to which accumulated losses may be applied. 

71 


Capital Losses Prior to the Year of Death 

Generally, where a taxpayer’s allowable capital losses for 
a year prior to death exceed the taxable capital gains for 
the same year, the excess not previously deductible in 
computing the taxable income of years preceding the 
year of the death may be applied against other types of 
income in the year of death and in the immediately 
preceding year prior to death, without regard to the 
$1,000 restriction otherwise applicable to an individual. 
111(2) 


Chapter 15 
ENTERING AND LEAVING CANADA 


Entering Canada 

When a person becomes a resident of Canada, there is a 
deemed acquisition at fair market value of most properties 
owned by him at that time. Ownership is to be interpreted 
in the broadest sense, in accordance with Canadian 
judicial interpretation, no matter where the property is 
located. However, for valuation purposes the fair market 
value in the country or area of location will usually 
govern. 


Two exceptions to the deemed acquisition rule are: 
(1) “‘taxable Canadian properties” and 


(2) property previously owned by a taxpayer when 
resident of Canada and in respect of which he 
elected to defer capital gains when ceasing to be 
a resident. Details of this election are explained 
later in this Chapter under the heading “‘Leaving 
Canada’’. 

48 (3) 


Following are the “‘taxable Canadian properties” 
exempted from the deemed acquisition rule: 
115(1) 


(a) Real property (e.g., land and buildings) situated 
in Canada, or interest therein. 


Other capital property used in carrying on a 
business in Canada. 


(b) 


Shares in a corporation resident in Canada 
(other than a public corporation) or an interest 
therein. 


(c) 


Shares in public corporations where 25% or 
more of the issued shares of any class were 
owned by the taxpayer alone or with persons 
with whom he did not deal at arm’s length at 
any time during the previous five years as were 
after 1971. 


(d) 


(e) Interests in certain partnerships. 
(f) Capital interest in a trust. 


(g) A unit in a unit trust. 
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(h) A unit of a mutual fund trust where 25% or 
more of the issued units of the trust were owned 
by the taxpayer alone or with persons with 
whom he did not deal at arm’s length at any 


time during the previous five years as were after 
1971, 


Note that capital property means depreciable 
property and any other property, which if disposed of, 
any resulting gain or loss would be a capital gain or a 
capital loss. 


Deemed acquisition does not result in a tax liability. 
It does not have any significance for the purposes of the 
Income Tax Act until there is an actual or deemed 
disposition of any property deemed to have been so 
acquired, or unless any such property is used to earn 
income. There is no reporting requirement at the time the 
taxpayer enters Canada; however, when it becomes 
necessary to report the adjusted cost base of an asset 
because of other provisions of the Income Tax Act, the 
taxpayer will be expected to justify his calculation of fair 
market value. 


Leaving Canada 

Under the new legislation, when a taxpayer ceases to be a 
resident of Canada he is deemed to have disposed of all 
his capital property other than “taxable Canadian 
property” at fair market value. The deemed disposition 
does not apply to the right to receive the following types 
of income which are subject to non-resident withholding 
tax: 

48(1) 


(a) superannuation or pension benefits 
(b) retiring allowances 

(c) death benefits 
(d) 


(e) 


Unemployment Insurance benefits 


transitional assistance payments to automotive 
workers under the “Appropriations Act”’ 
registered retirement savings plan payments 


(f) 


Canada or Quebec Pension Plan benefits 


(g) 


(h) deferred profit-sharing plan payments 

(i) income-averaging annuity contract payments 

(j) certain annuity payments 

(k) supplementary unemployment benefit plan 
payments 

(1) allowances payable under the “Textile and 
Clothing Board Act’’. 

212(1) (h) 


Capital gains and capital losses may result from the 
deemed disposition; however, in the case of an individual 
other than a trust there is a deduction of $5,000 permitted 
in the calculation of the total capital gain. A taxpayer 
would not be allowed to create or increase a loss by 
using this $5,000 deduction. 

40(1), 48(1) 


The new legislation also provides for an alternative 
to this deemed disposition if the taxpayer immediately 
prior to becoming non-resident was a Canadian corpora- 
tion or an individual (other than a trust). Under this 
alternative a qualifying taxpayer may elect in prescribed 
manner to defer any capital gain at the time of ceasing to 
be a resident. However, if a taxpayer decides to make this 
election he must: 


provide the Department of National Revenue, Taxa- 
tion, with reasonable security to cover the tax on any 
accrued gain at the time of ceasing to be a resident, and 


e when he realizes a capital gain on any property with the 
exception of “taxable Canadian property” and property 
previously described under (a) to (1) the taxpayer would 
be required to file a Canadian tax return and report 
therein his world income. 


48(2) 


It should be noted that if a taxpayer makes this 
election, any gain or loss on disposal is then determined 
by reference to the selling price and not the fair market 
value of the assets when the taxpayer ceases to be a 
resident. 


Another significant factor is that if the taxpayer 
making this election is an individual, he loses the $5,000 
exemption provided under the deemed disposition rules. 
This point is of no significance to a corporation as the 
$5,000 exemption is not applicable whether the election is 
made or not. 

48 
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Dispositions of ‘*Taxable Canadian Property”’ 

By Non-Residents 

A non-resident must file a return in which he reports 
gains and losses on dispositions (including deemed dis- 
positions) of ‘‘taxable Canadian property”’ described in 
items (a) to (h) under the heading “Entering Canada’’. In 
this return of income he must also report any income 
from employment in Canada and income from any 
business carried on in Canada. This applies to former 
Canadian residents as well as to those who have never 
been in Canada. Citizenship is an irrelevant considera- 
tion. The only limiting factors are the bilateral tax agree- 
ments entered into by Canada and various other states. 
The provisions of these treaties overrule those of the 
Income Tax Act with respect to residents of these treaty 
countries. 

2(3), 115()) 


A non-resident person is also subject to some special 
rules when he disposes of “‘taxable Canadian property” 
other than property described in (d) and (h) under the 
heading “Entering Canada’. These rules provide that, 
within ten days of a disposition, the non-resident must 
send to the Department of National Revenue, by regis- 
tered mail, a notice setting forth the following informa- 
tion: 

116(3) 


e the name and address of the person to whom he dis- 
posed of the property. 


e a description of the property sufficient to identify it. 
e a statement of the actual proceeds of disposition, and 


e the amount of its adjusted cost base to him immediately 
before the disposition. 


The Department will issue a certificate both to the 
vendor and the purchaser in respect of the disposition 
where the above rules are followed and the non-resident 
either pays as tax 25% of the gain, or gives acceptable 
security for payment of the tax. The purchaser is not 
liable for the 15% tax noted below where the Department 
has issued the certificate based on the amount of the 
actual proceeds of disposition as provided by the non- 
resident vendor subsequent to disposition. 

116(4) 


As an alternative, the non-resident may provide the 
information and pay the tax or furnish the security on an 
estimated basis prior to the disposition. The Department 
will issue a certificate based on this information. After 


the actual disposition, a second notice is not required by 
the Department if: 


e the purchaser was the proposed purchaser, 


e the actual proceeds are equal to or are less than the 
estimated amount, 


e the adjusted cost base is equal to or greater than the 
adjusted cost base at the time of sending the notice. 
116(1), 116(2) 
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Under this alternative, if the purchaser has not made 
reasonable enquiries to determine whether the vendor was 
a non-resident, he is liable to pay, or deduct from an 
amount payable to the non-resident vendor, 15% of the 
amount by which his cost (the selling price) exceeds the 
amount of the estimated proceeds of disposition declared 
to the Department prior to the disposition. 

116(5) 
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Chapter 16 
APPLICATION OF CAPITAL LOSSES 


Carry-over of Capital Losses 

The amount of a taxpayer’s capital loss that can be carried 
over to other years is his net capital loss. His net capital 
loss for the year is generally the amount by which his 


allowable capital losses exceed his taxable capital gains. 
111(8) (a) 


In order to determine the amount of his net capital 
loss, the taxpayer must segregate his capital dispositions 
into three classifications to which special rules apply: 


(1) Personal-use properties (automobiles, boats, 
furniture, etc.) 
54(b) 


(2) Listed personal properties (jewellery, coin and 
stamp collections, etc.) 
54(e) 


(3) Other capital properties (land, shares, bonds, 
etc.) 


Although rules regarding losses on specific types of 
properties are discussed in other chapters, some of them 
are repeated here in order to make the overall loss applica- 
tion procedure more easily understood. 


Losses on Personal-Use Property 

The new legislation does not permit a taxpayer to make a 
deduction from income on account of a loss resulting 
from the disposition of personal-use property. Further- 
more, a loss from the disposal of one personal-use prop- 
erty cannot be used to reduce a gain realized on another 
personal-use property. 


40(2) (g) 


Losses on Listed Personal Property 

Losses resulting from the disposal of listed personal 
property can be applied to reduce gains realized on the 
disposal of other listed personal property in the same 
year. Such losses cannot be applied against other types 
of capital gains, nor against any other sources of income. 
However, any listed personal property loss that is not 
absorbed by listed personal property gains in the same 
year will be deductible in computing net gains realized 
on listed personal property in the immediately preceding 
year and in the five immediately following years. 

41 
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The following example illustrates the application 
of a listed personal property loss: 


Assume that a taxpayer had income as follows 
before the application of a listed personal property loss: 


1972 1973 1974 1975 1976 

Taxable net gain (loss) vie aie 

Ons lERsP: $ 300 $ 600 ($1,000) $ 200 $ 300 
Other taxable capital 

gains 1,000 1,000 1,000 1,000 1,000 
Other non-capital 

income 5,000 5,000 5,000 5,000 5,000 
Net income $6,300 $6,600 $6,000 $6,200 $6,300 


After application of the 1974 loss 
following situation would exist: 


of $1,000, the 


1972 1973 1974 1975 1976 

Taxable net gain (loss) ae 

Onul Rab $ 300 Nil Nil Nil $ 100 
Other taxable capital 

gains 1,000 1,000 1,000 1,000 1,000 
Other non-capital 

income 5,000 5,000 5,000 5,000 5,000 
Net Income $6,300 $6,000 $6,000 $6,000 $6,100 


It should be noted that unlike net capital and non- 
capital losses of other years, which are deductible in 
arriving at taxable income, listed personal property losses 
of other years are taken into account in arriving at net 
income. 


41(2) 


Losses on Other Capital Properties 

The excess of allowable capital losses over taxable capital 
gains on other capital property can be deducted from the 
taxable capital gains realized in the year on personal-use 
property and from the taxable net gain on listed personal 
property. In the case of an individual taxpayer, any 
remaining capital loss can then be deducted from other 
sources of income in the year up to a maximum of $1,000. 
If part of the loss is still unabsorbed, it may be applied in 
the same manner and to the same dollar limit in the 
immediately preceding year and any number of future 
years until it is fully absorbed. 

3, 41D) 


The following example illustrates the application of 
this rule: Assume that an individual has taxable income 
(before carrying losses between years) as follows: 


1972 1973 1974 1975 1976 1977 
Taxable capital gain (loss) $ 2,000 $ 4,000 $(20,000) $6,000 $ (400) $ 8,000 
Non-capital Income 10,000 10,000 10,000 10,000 10,000 10,000 
Net income $12,000 $14,000 $9,000 $16,000 $9,600 $18,000 
Personal exemptions, etc. 4,000 4,000 4,000 4,000 4,000 4,000 
Taxable income $ 8,000 $12,000 $5,600 $14,000 


In 1974, $1,000 of the $20,000 allowable capital loss 
was applied against non-capital income in arriving at 
net income, leaving $19,000 to be applied against 
other years. 


In 1976, the allowable capital loss of $400 was fully 


$10,000 


$ 5,000 


absorbed by non-capital income in arriving at net 
income for that year. 


After carrying the unapplied capital loss of $19,000 
from 1974 to other years, his revised taxable income in 
those years would be calculated as follows: 


1972 1973 1974 1975 1976 ao 
Taxable income as above $ 8,000 $10,000 $ 5,000 $12,000 $5,600 $14,000 
Allowable loss from 1974 a 5,000 _— 7,000 600 6,400 
Revised taxable income $ 8,000 $5,000 $5,000 $5,000 $5,000 $ 7,600 


In 1973, the deduction is $5,000 ($4,000 against capital 
gains and $1,000 against non-capital income) leaving a 
loss balance of $14,000 to be applied in years subse- 
quent to 1974. 


In 1975, $6,000 is applied against capital gains and 
$1,000 against non-capital income leaving a loss 
balance of $7,000. 


e In 1976, to stay within the $1,000 limit, only $600 can 
be applied against non-capital income, as a current 
year capital loss of $400 was previously deducted from 
non-capital income in determining net income for 
that year. 


In 1977 the remaining loss balance of $6,400 is applied 
against capital gains. 


An exception to the capital loss carry-over rules 
applies in the year of death of a taxpayer and in the 
immediately preceding year (See Chapter 14). 


Capital Losses of Corporations 

The rules for individual taxpayers as they relate to losses 
on personal use property and listed personal property 
apply in the same manner to corporations. However, for 
capital losses on other properties, corporations are not 
permitted to apply such losses against non-capital income 
in the current year or any other year. They have the same 
provisions as individuals for carrying losses back one 
year and forward indefinitely until absorbed. 

Ay da 


When control of a corporation changes, any unused 
capital losses will expire and may not be deducted from 
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gains realized by the corporation after control changes. 
111(4) 


Other Losses 

Prior to the new legislation, loss carry-over provisions 
applied only to business losses, which could be carried 
back one year and forward five years. Such losses could 
be applied only against business income of those years. 


Under the new legislation, these carry-over rules 
have been extended to all non-capital losses, which 
includes losses from employment, business and property. 
Furthermore, such losses can be used to reduce income 
from every source including all types of capital gains both 
in the year of the loss and in the carry-over years. 

111(8) 


Restricted farm losses resulting from farm opera- 
tions (see Chapter 8) may be carried to other years in the 
same manner as non-capital losses but are deductible 
only from farm income in those years. 

111(1) 


Priority of Loss Applications 

The act sets out an order of priority for the application of 
the various types of losses. Losses are to be applied 
against eligible income of the other years in the following 
sequence: 


(1) Listed Personal Property Losses 
(2) Restricted Farm Losses 


(3) Non-Capital Losses 


(4) Net Capital Losses 
41, 111(1) 


A simple illustration of this order of loss application 
would be the case where a taxpayer had an unapplied 
non-capital loss from the previous year of $5,000 as well 
as an unapplied net capital loss of $5,000. If in the current 
year his only income was a taxable capital gain of $4,000, 
the non-capital loss would be applied to wipe out this 
gain leaving a non-capital loss balance of $1,000 and the 
unused capital loss of $5,000 for application in subsequent 
years. 


Transitional Loss Rules 
Under the new legislation, the following rules have been 
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set out to govern the application of losses during the 
period of transition from the old to the new system: 


e Business losses incurred in years prior to the 1972 
taxation year may be brought forward (subject to the 
five year limitation) and treated as non-capital losses 
under the new system. 

ITAR 37(1) 


e An allowable capital loss incurred in the 1972 taxation 
year can be carried to subsequent years only. 


e A non-capital loss incurred during the 1972 taxation 
year (whether or not from a business), may be carried 
back to 1971 for application against business income. 

ITAR 37(5) 
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